THE 

fflDdESIAH 


VOL.  XXV,  NO.  3 
THIRD  QUARTER  1997 


UARTEELY 


Indonesia 

in  the 

New  Asia  Pacific  Order 


Current  Events 

Review  of  Political  Development 
Articles: 

•  Indonesia's  Agriculture: 
Facing  the  APEC  and  WTO 

•  Poverty  and  Inequality  in  Indonesia 
at  the  End  of  the  20th  Century 


•  Asia's  Economic  Prospects  in  the 
21st  Century  and  the  Role  of  AFTA 

•  Pan-Pacific  Integration  from  An 
European  View:  Subregional  Strategies 
Demonstrated  for  European  Car 
Manufacturers 

•  The  U.S.  Policy  on  the  Spratly  Islands 
and  the  South  China  Sea 

Book  Reviews 


Centre  for  Strategic  and  International  Studies 


The  Quarterly 


The  Logo 


Editor 

Advisory  Board 
of Editors 


The  Indonesian  Quarterly  is  a  journal  of  policy  oriented  studies  published  by 
the  Centre  for  Strategic  and  International  Studies  (CSIS),  Jalan  Tanah  Abang 
m/23-27,  Jakarta  10160.  It  is  a  medium  for  research  findings,  evaluations  and 
views  of  scholars,  statesmen  and  thinkers  on  the  Indonesian  situation  and  its 
problems.  It  is  also  a  medium  for  Indonesian  views  on  regional  and  global 
problems.  The  opinions  expressed  in  The  Indonesian  Quarterly  are  those  of 
their  authors  and  do  not  necessarily  reflect  the  opinion  of  the  CSIS. 


To  better  represent  the  underlying  ideas  that  gave  birth  to 
the  CSIS  in  1971  the  Centre  uses  as  of  1989  the  logo  that 
figures  on  the  front  cover  of  this  journal.  The  original,  in 
bronze,  designed  by  G.  Sidharta,  it  consists  of  a  disc  with 
an  engraving  that  depicts  the  globe  which  serves  as  a 
background  to  a  naked  man  with  an  open  book  laid  on  a 
cloth  over  his  lap,  his  left  hand  pointing  into  the  book,  his  right  hand 
raised  upwards.  Altogether  it  simbolises  the  Centre's  nature  as  an  institution 
where  people  think,  leam  and  communicate  their  knowledge  to  whoever  are 
interested,  to  share  it  with  them,  mankind  the  world  over  being  their  concern 
and  the  globe  their  horizon.  The  nakedness  symbolises  the  open-mindedness, 
the  absence  of  prejudice,  in  the  attitude  of  the  scholars  who  work  with  the 
Centre,  just  as  it  is  with  scholars  everywhere.  The  inscription  reads  "Nalar 
Ajar  Terusan  Budi",  which  in  the  Javanese  language  essentially  means  that 
to  think  and  to  share  knowledge  are  only  the  natural  consequence  of  an  en- 
lightened mind.  It  is  a  surya  sengkala,  that  is  chandra  sengkala,  a  Javanese 
traditional  way  to  symbolise  a  commemorable  year  in  the  lunar  calendar, 
adapted  to  the  solar  calendar  system.  It  consists  in  using  words  that  express 
the  perceived  meaning  of  the  commemorated  year  while  marking  the  year 
at  the  same  time,  each  word  having  a  numerical  value.  Thus,  the  inscription, 
in  reverse  order,  represents  the  year  the  CSIS  was  established:  1971. 


Daniel  Setyawan 

J.  Soedjati  Djiwandono,  Kadjat  Hartojo,  Daoed  Joesoef,  Clara  Joewono, 
Rufmus  Lahur,  A.M.W.  Pranarka,  Pande  R.  Silalahi,  Djisman  S.  Simandjuntak, 
Hadi  Soesastro,  Harry  Tjan  Silalahi,  Jusuf  Wanandi. 


SIT 
ISSN 


The  Indonesian  Quarterly  is  published  in  January,  April,  July  and  October. 

01381  /SK/Dirjen  PG/SIT/72 

0304-2170 


THE 

M)ONESIM\  /UAETERLY 


VOL.  XXV,  NO.  3,  THIRD  QUARTER,  1997 


Contents 


Current  Events 

•  Challenges  Faced  by  Indonesia's 
Economy  Today  and  Its  Prospect 

Anwar  Nasution  214 

Review  of  Political  Development 

•  Post-Election  Political  Develop- 
ments (Political  Developments 
June- August  1997) 

I  Made  Leo  Wiratma  & 

Nanda  Hasibuan  224 


•   Asia's  Economic  Prospects  in  the 
21st  Century  and  the  Role  of  AFT  A 

Miranda  S.  Goeltom  276 


Pan-Pacific  Integration  from  An 
European  View:  Subregional 
Strategies  Demonstrated  for 
European  Car  Manufacturers 

HeikeProff 


The  U.S.  Policy  on  the  Spratly 
Islands  and  the  South  China  Sea 
Yann-huei  Song 


302 


316 


Articles 


•  Indonesia's  Agriculture: 
Facing  the  APEC  and  WTO 
Erwidodo  & 

Tubagus  Feridhanusetyawan 


233 


•   Poverty  and  Inequality  in  Indonesia 
at  the  End  of  the  20th  Century 

Prijono  Tjiptoherijanto  251 


Book  Reviews 

•  The  Indonesian  Armed  Forces: 
Internally  and  Externally 
Adl  Prathomo 


335 


Public  Administration  in  Indonesia 

Agung  Nugroho  339 


Current  Events 


Challenges  Faced  by  Indonesia's  Economy 
Today  and  Its  Prospect 

Anwar  Nasution 


Macro  Economic  Condition 

INDONESIA'S  current  fundamental 
economy  has  been  somewhat  dis- 
rupted. This  is  reflected  from  the 
"overheated"  economy,  namely:  the  current 
account  deficit  and  inflation  growth  rate 
show  increasing  trends.  The  policy  to  curb 
the  inflation  growth  rate  by  subsidising 
prices  of  staple  supplies  is  very  costly  and 
cannot  be  continued  in  the  near  future. 
Meanwhile,  though  it  has  somewhat  im- 
proved, the  financial  position  of  national 
banking  industry  still  causes  apprehension. 
Such  a  condition  is  vulnerable  to  fluctu- 
ation of  foreign  exchange  or  interest  rates. 

In  regional  perspective,  Indonesia's  eco- 
nomic condition  seems  to  be  better  off  than 
that  of  Thailand,  either  in  terms  of  current 
account  deficit  and  its  financing,  the  policy 
to  control  foreign  exchange  and  export  struc- 
ture. 

Reliance  on  Short-term  Foreign  Loans 

(see  Table  1): 

Indonesia's  current  account  deficit  (1996: 
3.3  per  cent  of  GDP)  is  smaller  than  that  of 
Thailand  (1996:  7.5  per  cent  of  GDP). 


Deficit  financing:  Indonesia  stressed  on 
Government  loans  on  softer  term  basis 
(from  CGI)  instead  of  commercial  loans.  The 
absolute  amount  of  short-term  loans  of 
the  private  sector  (and  as  percentage  of 
total  loans)  is  bigger  in  Thailand  than  in 
Indonesia. 

The  reliance  of  the  financing  of  Thai- 
land's current  account  deficit  on  short- 
term  capital  inflow  is  among  others  re- 
flected from  the  reliance  of  the  money  in- 
dustry of  that  country  on  foreign  loans. 

The  foreign  loans  are  used  to  expand 
domestic  credits.  The  reliance  of  Indone- 
sian banking  industry  on  short-term  for- 
eign loans  (1996:  $11  billion)  was  not  as 
high  as  that  of  Thailand  ($77.4  billion). 
However,  its  very  rapid  growth  rate  (near- 
ly doubled  during  the  period  of  1993-1996) 
calls  for  serious  attention.  Enterprises  (in- 
cluding banks)  that  rely  very  much  on 
foreign  short-term  loans  are  very  vulner- 
able to  fluctuations  of  both  foreign  ex- 
change and  interest  rates.  The  ratio  of  do- 
mestic credits  and  interest  expense  of  fi- 
nancial institutions  in  the  ASEAN  coun- 
tries in  1996  is  shown  in  Table  2. 
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The  disbursement  of  foreign  loans.  In 
Thailand  a  substantial  portion  of  the 
loans  was  disbursed  to  finance  projects, 
which  later  faced  problems,  namely:  prop- 


erly and  electronic  industries  (semi- 
conductors). The  latter  incurred  bad  debts 
on  account  of  the  sharp  decline  of  prices 
in  the  world  market. 


Table  1 


VARIOUS  ECONOMIC  INDICATORS  OF  FIVE  ASEAN  COUNTRIES 
(1991-1996  ANNUAL  AVERAGE  1991-1995, 
AS  PERCENTAGE  OF  GDP,  EXCEPT  STATED  OTHERWISE) 


Indonesia      Malaysia      Philippines      Singapore  Thailand 


Balance  of  Current  Accounts 

-2.5 

-6  4 

-j.j 

14  4 

-o.z 

National  Savings 

ji.j 

jU.j 

i  5.0 

4J.U 

O 

33.8 

Government 

7.0 

13.3 

3  9 

1U.O 

1Z.  J 

Private  Sector 

24.5 

17.2 

15.4 

34.4 

21.6 

Investment 

34.0 

36.7 

21.9 

36.0 

40.5 

Government 

0.0 

12.4 

5.2 

4.4 

8.2 

Private  Sector 

0.0 

24.4 

16.7 

31.2 

32.3 

State  Budget 

-0.2 

0.2 

1.6 

13.2 

2.6 

Net  Capital  Inflow 

4.3 

10.9 

3.0 

-3.3 

10.3 

Among  others: 

Portfolio  Investment  (net) 

0.6 

0.0 

0.5 

0  0 

i  .j 

Direct  Investment  (net) 

1.5 

4  9 

i  <; 
i  .j 

o.z 

u.y 

Other  short-term  capital 

1  6 

'X  1 

J.  L 

u.o 

1. 1 

5.9 

WUiCi  lUIlg-LCIIIl  Capital 

u.o 

2.9 

0.4 

-3.1 

2.3 

Foreign  reserves 

^uunng  lmpori  monui ) 
Foreign  debts  (%  to  export) 

3.2 

4.5 

2.5 

7.0 

192.8 

45.2 

170.6 

77.3 

5.0 
106.2 

Short-term  (%  to  export) 

17.3 

7.9 

27.0 

50.9 

Debt-service  ratio  (%  to  export) 

32.1 

6.1 

24.5 

10.9 

Economic  growth  rate 

7.8 

8.7 

3.0 

8.8 

8.4 

Export  growth  rate 

11.9 

19.0 

13.2 

11.9 

19.0 

Export  ratio  to  GDP  (%) 

26.4 

84.9 

20.3 

136.7 

40.5 

Inflation  growth  rate  (IHK  %) 

1994 

9.6 

3.9 

7.1 

2.9 

4.6 

1995 

9.0 

3.2 

11.0 

0.9 

7.4 

1996 

6.6 

3.3 

5.3 

2.0 

4.8 

Short-term  debt  of  national 

financial  institutions  to  foreign 

banks  (US$  billion) 

1993 

6.0 

-5.6 

0.4 

22.2 

1994 

9.2 

2.4 

0.2 

39.5 

1995 

12.1 

2.9 

1.0 

69.9 

1996 

11.0 

4.1 

4.7 

77.4 

Source:  IMF,  World  Economic  Outlook,  October  1996;  J.P.  Morgan,  Global  Growth  Picks  Up  Ahead  of 
Steam,  27  June  1997;  and  J.P.  Morgan,  Emerging  Markets  Economic  Indicators,  3  July  1997. 
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Table  2 


DOMESTIC  CREDITS  AND  INTEREST  EXPENSE  OF  FINANCIAL  INSTITUTIONS,  1996 

(Percentage  relative  to  GDP) 


Domestic  Credit 


Interest  Expense 


Financial  System 

Commercial  Banks 

Financial  System 

Commercial  Banks 

Indonesia 

59.6 

54.3 

9.7 

8.9 

Malaysia 

168.2 

107.4 

16.0 

10.2 

Philippines 

105.1 

60.7 

12.7 

7.3 

Thailand 

143.5 

104.1 

18.7 

13.5 

Source:  J.P.  Morgan,  Emerging  Markets  Data  Watch,  11  July  1997,  3. 


Table  3 


EXPORT  COMPOSITION  OF  1996 
(as  percentage  relative  to  total  exports) 


Indonesia 

Malaysia 

Philippines 

Thailand 

Primary  Commodities 

8.0 

3.9 

6.8 

16.5 

Raw  Material 

36.1 

19.2 

3.9 

0.7 

Oil  and  Gas 

23.1 

11.5 

1.5 

0.0 

Industry  Processed  Products 

55.1 

75.8 

55.1 

80.4 

Textile  and  Garments 

13.1 

4.8 

12.2 

12.2 

Electronics 

2.8 

58.9 

40.0 

29.0 

Wood,  Pulp  and  Rubber 

16.9 

3.3 

2.0 

1.5 

Others 

0.8 

1.1 

34.2 

2.4 

Total  (US$  billion) 

52.1 

80.2 

20.5 

60.6 

Source:  J.P.  Morgan,  Emerging  Markets  Data  Watch,  11  July  1997. 


Differences  in  Foreign  Exchange 
Control  Policy 

For  13  years  before  the  devaluation  of 
early  July  1997,  Thailand  had  pegged  the 
Baht  to  US  dollar  at  the  exchange  rate  of 
24  Baht  per  dollar.  Previously,  such  policy 
was  quite  appropriate  especially  at  the  time 
when  the  US  dollar  weakened  against  the 
Yen,  Deutsche  Mark  or  other  currencies  of 
Asian  Newly  Industrialising  Economies 
(ANIEs).  Investors,  tourists  and  consumers 
in  Japan,  ANIEs,  and  Germany  felt  that 
Thailand  provide  relatively  cheap  produc- 
tion and  holiday  sites. 


Financial  incentives  which  had  stimu- 
lated investment,  and  encouraged  tourism 
and  export  in  Thailand  terminated  after  the 
US  dollar  currency  rate  increased  again. 
The  appreciation  of  the  Baht  in  turn  in- 
creased the  import  prices  of  capital  goods, 
spare-parts  and  raw  materials  in  Thailand 
which  relied  heavily  on  import  from  Japan. 

On  the  other  hand,  since  November 
1978,  the  Rupiah  parity  has  been  linked 
with  Indonesia's  trade  partners  currency 
unit.  The  composition  of  the  currency  unit 
and  each  respective  weight  were  never 
announced  by  the  government.  It  was  es- 
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timated  that  the  US  dollar  carried  sub- 
stantial weight  in  that  currency  unit,  though 
less  than  100  per  cent  like  in  Thailand. 

Export  Structure 

Thailand's  export  growth  rate  (and  some 
ASEAN  and  other  East  Asian  countries) 
has  sharply  declined  since  1995  especial- 
ly because  of  the  worsening  international 
market  condition  of  electronic  commodities 
(semi-conductors).  Approximately  a  quarter 
of  Thailand's  exports  comprise  those  elec- 
tronics. Production  and  export  of  electronic 
goods  are  still  very  low  in  Indonesia.  Its 
level  of  technological  skill  is  far  below  that 
of  the  other  Asian  countries  since  Indo- 
nesia is  still  at  the  level  of  producing  or 
assembling  consumer  electronics.  On  the 
other  hand,  the  declined  export  value  of 
Indonesia's  non-oil/gas  commodities  in  1996 
was  compensated  by  the  increased  export 
value  of  oil  due  to  the  increased  price  of 
the  comodity.  The  export  composition  of 
ASEAN  countries  is  evident  in  Table  3. 

Devaluation? 

Indonesia  does  not  need  a  sharp  devalu- 
ation or  nearly  30  per  cent  depreciation 
of  the  Rupiah  currency,  for  example,  like 
that  in  Thailand  in  July  1997.  The  under- 
lying reasons  are  as  follows: 

Cash  Flow  of  Indonesia's  Economy 

The  cash  flow  projection  of  Indonesia's 
economy  has  considerably  improved  after 
the  CGI  annual  meeting  in  Tokyo  recently. 
The  commitment  to  extend  fresh  loans  by 
CGI  was  enough  to  cover  approximately 
half  of  Indonesia's  current  account  deficit 
for  the  year  1997  (US$10.7  billion)  or  for 


fiscal  1997/1998  (US$10.1  billion).  The  rest 
of  the  deficit  is  expected  to  be  financed 
through  foreign  capital  investment  and  in- 
creased export  so  as  to  curtail  the  need  for 
short-term  financing  resources. 

Supporting  Economic  Policies 

To  maintain  the  cash  flow  mentioned 
above,  the  Government  has  and  will  imme- 
diately adopt  the  necessary  micro  and  macro 
economic  policies. 

1.  Currency  Policy 

Since  1992  Bank  Indonesia  (BI)  has  six 
times  widened  the  intervention  band.  Since 
the  attack  on  Rupiah  in  July  1997,  Bank  In- 
donesia has  again  widened  the  interven- 
tion band  from  10  per  cent  to  12  per  cent 
(Figure  1).  The  widening  of  the  intervention 
band  reflects  the  increasing  role  of  market 
mechanism  in  determining  the  foreign  ex- 
change rate.  On  the  other  hand,  minimising 
intervention  of  BI  in  fixing  the  currency  rate 
has  also  minimised  the  need  to  launch 
sterilisation  operations  to  neutralise  the  im- 
pact of  foreign  monetary  capital  inflow  or 
to  sell  its  foreign  reserves  to  prevent  depre- 
ciation of  currency  at  the  time  of  capital 
outflow. 

2.  Fiscal  Policy 

Indonesia  has  two  kinds  of  budget:  (1) 
official  (State  Budget)  and  (2)  un-official 
(non-budgetary). 

(1)  State  Budget.  The  fiscal  policy  (official 
State  Budget)  has  been  quite  rightly 
implemented  and  help  the  policy  sta- 

'On  14  August  1997  BI  lifted  the  rupiah-dollar  in- 
tervention band,  which  changed  Indonesia's  exchange 
management  system  from  a  managed  float  to  a  free 
float. 
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bilise  the  Rupiah  exchange  rate.  There 
are  two  kinds  of  fiscal  policy: 

•  To  dampen  the  aggregate  demand 
growth  rate.  In  this  case,  the  gov- 
ernment policy  has  rightly  made 
early  debt  repayment  with  high 
interest  rate  (more  than  10  per  cent 
per  ye<*t).  The  debt  has  been  repaid 
by  installment  utilising  extra  rev- 
enues derived  from  the  increased 
prices  of  oil/gas  and  partly  from 
the  sale  of  BUMN  (State-owned 
companies)  shares.  This  means 
that  the  Government  policy  to  dis- 
burse the  State  Budget's  surplus 
is  really  necessary  to  cool  off  the 
overheated  economy. 

•  To  cut  down  in  the  near  future 
subsidy  to  the  price  levels  of  com- 
modities under  its  control,  name- 
ly: foodstuff,  electricity  tariffs  and 
fuel  oil  prices.  Such  a  policy  will 
increasingly  slow  down  the  expan- 
sion of  society's  aggregate  demand. 

•  To  minimise  economic  distortion 
so  as  to  contribute  to  the  improve- 
ment of  national  economic  effici- 
ency. This  is  reflected  from  the  re- 
form of  taxation  system,  including 
Law  No.  17  to  Law  No.  21,  a.o.  on 
Regional  Taxes  and  Regional  Re- 
tributions. 

(2)  It  is  not  known  how  much  the  non- 
budgetary  amount  and  the  structure 
of  income  and  spending  are.  Informa- 
tion of  the  mass  media  has  indicated 
expansion  of  the  nature  and  total  of 
non-budgetary  amount.  Integration  of 
non-budgetary  amount  into  the  State 
Budget  is  an  improvement,  at  least  it 
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has  improved  coordination  between  the 
former  and  the  latter. 

3.  Monetary  Policy 

The  monetary  policy  adopted  by  BI  to 
sustain  the  currency  policy  is  as  follows: 

(1)  to  adopt  the  administrative  policy  which 
directly  bans  the  extension  of  credit  to 
property  businesses,  except  for  the  con- 
struction of  RSS  (very  simple  houses); 

(2)  to  tighten  liquidity  through  the  sale 
of  SBI  (Bank  Indonesia  Certificates);  and 

(3)  to  increase  interest  rates.  It  is  hoped 
that  the  monetary  contraction  of  Bank  In- 
donesia will  not  be  accompanied  by  the 
expansion  of  credit  liquidity  or  purchase 
of  SBPU  (money  market  securities)  to  the 
banks  that  are  facing  problems,  such  as  PT 
Bank  Pacific. 

4.  Revitalising  the  Banking  Industry 

Unsound  financial  condition  of  the 
banking  industry  is  reflected  from  the  high 
percentage  of  bad  debts  relative  to  the 
total  amount  of  credit.  Table  4  gives  an  il- 
lustration of  bad  debts  that  are  concen- 
trated on  a  group  of  seven  state  banks. 
Before  deregulation  the  group  of  banks 
controlled  two  third  of  the  funds  of  bank- 
ing credits  and  were  carrying  out  Govern- 
ment credit  program.  The  credit  program 
promised  low  interest  rates,  but  high  credit 
risks.  Unsound  banking  industry  hampers 
the  decision  making  of  monetary  policy, 
and  is  vulnerable  to  fluctuation  of  currency 
and  interest  rates. 

Although  satisfactory  results  have  not 
as  yet  been  achieved,  the  Government  has 
made  efforts  in  revitalising  the  state  banks. 
The  financial  condition  of  BNI  (Bank  Ne- 
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Table  4 

COLLECTIBILITY  OF  BANKING  CREDITS,  1995-1996 
(as  percentage  of  total  credits) 


1993 

1994 

1995 

1 996 

1  77U 

Smooth 

89.6 

91.2 

90.7 

Less  Smooth 

2.7 

2.6 

2.8 

A  A 
4.4 

3.3 

3.5 

Bad 

3.3 

1  9 

Z.J 

Total  Bank  Credits  (Rp  trillion) 

967 

Distribution  of  bad  debts 

{percentage  of  total  bad  debts  of  all  banks) 

State  Banks 

72.7 

67.0 

65.9 

National  Private  Commercial  Bank 

16.3 

22.8 

24.5 

Regional  Development  Bank 

5.5 

4.9 

4.8 

r  oreign  oamcs  anu  iviix 

5.5 

5.3 

4.8 

Percentage  of  bad  debts  relative 

to  total  credit  of  bank  groups 

All  Banks 

14.2 

12.1 

10.4 

8.8 

State  Banks 

19:8 

18.6 

16.6 

13.4 

Private  Foreign 

Exchange  Bank 

5.2 

3.7 

3.7 

4.3 

Private  non-Foreign 

Exchange  Bank 

22.3 

16.0 

23.8 

11.1 

Source:  Processed  from  World  Bank,  Country  Department  IE,  East  Asia  and  Pacific  Region,  "Indone- 
sia: Sustaining  High  Growth  with  Equity",  and  "Kredit  Macet  Menumpuk  di  Bank  Peme- 
rintah",  Bulletin  Info  Financial,  39th  Ecution/VuT,  16  July  1997. 


gara  Indonesia)  and  BRI  (Bank  Rakyat  In- 
donesia) has  been  ameliorated  by  writing 
off  bad  debts  so  as  to  enable  the  banks 
to  meet  the  requirement  of  Bapepam  (Cap- 
ital Market  Executive  Agency)  to  mobilise 
capital  by  selling  shares  of  stock  at  the 
stock  exchange  market  (go  public). 

5.  Deregulation  of  the  Real  Sector 

The  deregulation  purports  in  particular: 
(1)  to  step  up  the  efficiency  and  productiv- 
ity of  national  economy;  (2)  to  boost  up  the 
export  of  non-oil/gas;  (3)  to  reduce  the  rate 
of  import  growth;  (4)  to  encourage  Foreign 
Direct  Investment. 


Projection  of  the  Future 

The  increase  of  exchange  and  interest 
rates  will  be  to  the  disadvantage  of  enter- 
prises or  the  economic  sector  which  is  very 
sensitive  to  both  increases.  An  example 
of  the  economic  sector  that  is  very  sen- 
sitive to  interest  rate  increase  is  property 
and  trade  of  commodities  lasting  for  a 
long  period  of  time,  such  as  automotive 
vehicles.  On  the  other  hand,  depreciation  of 
currency  will  provide  financial  incentives 
in  promoting  non-oil/gas  export  production. 
Indonesia  may  even  gain  additional  ad- 
vantage from  the  increasingly  declining 
competitiveness  of  labour  intensive  manu- 
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facturing  industry  of  other  ASEAN  coun- 
tries. According  to  estimate,  the  positive 
impact  of  the  currency  fluctuation  will  be 
bigger  than  its  negative  impact. 

Based  on  that  assumption,  the  estimate 
which  was  made  before  the  July  1997  cur- 
rency crisis  is  still  valid.  One  of  the  pro- 
jection was  made  by  the  World  Bank  and 
submitted  to  the  Annual  Meeting  of  CGI 
in  Tokyo  last  July.  The  summary  of  the 
World  Bank  projection  is  illustrated  in 
Table  5. 

Rupiah  Exchange  Rate 

The  Rupiah  value  had  somewhat 
weakened.  Between  January  and  July  1997, 
the  Rupiah  had  been  depreciated  against 
the  US  dollar  by  almost  8  per  cent,  twice 
the  target  of  the  yearly  Repelita  (Five  Year 
Development  Plan)  which  stood  at  5  per 
cent.  The  governor  of  Bank  Indonesia  had 
estimated  a  new  equilibrium  of  the  Rupiah 
value  which  was  approximately  Rp  2,500- 
2,600  per  US  dollar.  The  new  equilibrium 
was  also  determined  by  that  of  the  strong 
currency  (like  the  US  dollar  against  the 
Yen).  The  exchange  rate  of  Yen  against  the 
US  dollar  was  expected  to  increase  from 
125  (1997)  to  110  (1998).  Meanwhile  the  ex- 
change rate  of  DM  against  the  US  dollar 
was  expected  to  increase  from  1.78  (1997) 
to  1.6  (1998). 

Inflation  Growth  Rate 

By  paying  a  very  high  cost,  the  Govern- 
ment was  able  to  curb  inflation  growth  rate 
to  6.5  per  cent  in  1996.  The  high  expense 
was  derived  from  foreign  exchange  sub- 
sidy disbursed  from  the  State  Budget.  The 
expense  was  paid  by  means  of  three  steps 


taken  by  the  Government  to  curb  the  in- 
flation growth  rate,  which  are  as  follows: 
(1)  curbing  the  growth  rate  of  foodstuff 
price  index  (from  14  per  cent  in  1995  to  6 
per  cent  in  1996);  (2)  postponing  the  rise 
of  fuel-oil  prices  and  electricity  tariffs;  (3) 
boosting  up  the  capital  inflow  of  the  pri- 
vate sector  to  strengthen  real  effective  value 
of  the  Rupiah.  Appreciation  of  the  real  Ru- 
piah currency  would  in  turn:  (a)  reduce  im- 
port prices;  and  (b)  domestic  interest  rates. 

For  the  period  of  1997-1998,  the  infla- 
tion growth  rate  will  range  from  7  per  cent 
to  7.5  per  cent  since  the  government  can 
no  longer  continue  to  adopt  the  three  pol- 
icies mentioned  above.  The  increase  of  in- 
flation growth  rate  is  due  to:  (1)  the  depre- 
ciation of  the  Rupiah  value  which  has  led 
to  the  soaring  prices  of  import  and  export 
comodities;  (2)  reduction  of  the  subsidy  of 
staple  food  and  fuel-oil  prices  and  electri- 
city tariffs;  (3)  the  rise  of  regional  minimum 
wage  (UMR). 

Interest  Rate 

There  is  a  distinction  between  bank  de- 
posit interest  rate  and  bank  credit  interest 
rate.  According  to  estimate,  the  interest 
rates  would  be  raised  because  of:  (1)  the 
rising  interest  rates  in  the  world  market. 
According  to  the  estimate  of  World  Fin- 
ancial Markets,  Morgan  Trust,  on  27  June 
1997,  the  interest  rate  of  SIBOR  (Singa- 
pore Interbank  Offered  Rate)  during  3 
months,  would  rise  from  4.3  per  cent  in  1997 
to  4.95  per  cent  in  1998;  (2)  the  Rupiah  de- 
preciation; and  (3)  domestic  factors  such  as, 
for  example:  (a)  the  tightening  of  monetary 
expansion  (sale  of  SBI  and  SPBU  by  Bank 
Indonesia);  (b)  the  still  unsound  condition 
of  the  banking  industry;  (c)  the  inflation 
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Table  5 


MEDIUM  RANGE  PROJECTION,  1996-2001 

Estimation 

Proiprtinn 

1996-1997 

1997-1998 

1 Q9R-1  QQO 
i yyo~i yyy 

ZUUU-IUU 1 

National  Income  {%) 

Gross  Domestic  Product  (in  real  terms) 

7.8 

7.8 

7.8 

"NTrm  Oil /floe 
IN  UI1-LJ1 U  UaS 

O  1 

5.1 

8.2 

8.2 

8.2 

Crros*?  Tnvp^tmpnt 

inn 

i  n  a 

10.6 

7.8 

Balance  of  Payment  (S  billion) 

Export  of  Goods  and  Services  (FOB) 

52.2 

53.8 

59.4 

74.3 

Non-Oil/Gas 

39.6 

44.6 

50.7 

65.7 

Import  of  Goods  and  Services  (CD?) 

-50.8 

-54.2 

-60.7 

-75.2 

Interest  of  external  debts 

-5.3 

-5.9 

-6.4 

-7.7 

Current  Account 

-8.1 

-10.1 

-11.5 

-12.6 

Foreign  exchange  reserves  (Import  Month) 

4.7 

5.0 

4.9 

4.8 

Export  growth  of  goods  and  services  (%) 

Non-oil/gas  export  growth  (%) 

6.6 

12.8 

13.6 

13.8 

Import  growth  of  goods  and  services  (%) 

10.3 

6.9 

9.9 

8.7 

Non-oil/gas  import  growth  (%) 

10.4 

13.0 

12.1 

11.5 

Net  short-  and  long-term  loans  of 

the  public  sector 

-0.7 

-0.3 

-0.2 

-0.2 

r  ureign  tapiuu  lniiow  ^jjireci  investment ) 

O.J 

6.7 

7.6 

9.5 

External  Debt  Indicator 

{Medium  and  Long  Range) 

iotal  debts 

86.9 

94.0 

102.6 

119.8 

1  IdKtp          t r\ ca  mini*/* 

jl'cdis  oi  me  puuuc  sector 

58.5 

58.2 

58.4 

58.6 

Debt  service/export  ratio  (%) 

31.1 

30.0 

26.3 

24.2 

Debt  service  ratio  of  the  public  sector 

14.6 

13.8 

11.2 

9.1 

Memorandum 

Official  foreign  exchange  reserves 

19.9 

22.2 

24.5 

29.8 

Oil  prices  ($/barrel,  average  OPEC  price) 

20.5 

17.0 

16.7 

16.5 

Term  of  Trade  (TOT)  of  non-oil/gas 

97.7 

97.7 

97.3 

97.0 

(1994  =  100) 

Current  account  ratio  to  GDP  (%) 

'  -3.5 

AO 

-4.1 

-3.7 

Source:  Central  Bureau  of  Statistics,  Bank  Indonesia  and  World  Bank,  Indonesia  Sustaining  High 
Growth  with  Equity,  30  May  1997. 


growth  rate,  among  other  things,  owing  to 
the  rising  prices  of  staple  supplies  and 
wages  (UMR). 

The  interest  rates  of  bank  credits  in 
Rupiah  in  Indonesia  are  estimated  to  in- 
crease by  1  per  cent  on  average  annually. 


The  increased  ratio  of  reserve  requirement 
will  stimulate  the  increase  of  credit  interest 
rates  higher  than  the  increase  of  bank  de- 
posit interest  rates.  This  is  due  to  the  fact 
that  in  a  more  open  economy,  the  banking 
industry  cannot  at  will  raise  the  deposit 
interest  rates  higher  than  the  existing  in- 
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terest  rates  in  the  international  market.  Ac- 
cordingly, one  way  to  shift  a  part  of  all  in- 
creases of  expense  caused  by  the  increased 
ratio  of  reserve  requirement  is  to  raise  the 
credit  interest  rates.  This  is  especially  ap- 
plied to  creditors  who  do  not  have  access 
to  borrowing  from  the  international  fin- 
ancial market. 

Growth  Rate  of  Credits  and  Money 
Circulation 

Some  indicators  reveal  an  estimation 
that  the  bank  credit  growth  rate  would 
decline  from  21.7  per  cent  in  1996  to  approx- 
imately the  targeted  17-18  per  cent  fixed 
by  Bank  Indonesia.  The  indicators  of  the 
decline  of  bank  credits  refer  to  the  follow- 
ing: (1)  the  obligation  of  foreign  exchange 
banks  to  increase  their  minimum  basic  cap- 
ital and  CAR  (Capital  Adequacy  Ratio);  (2) 
the  increased  ratio  of  reserve  requirement; 
(3)  the  difficulty  faced  by  various  banks 
owing  to  the  depreciation  of  the  Rupiah 
external  value  and  the  credit  ceiling  in  the 
property  sector;  and  (4)  the  declining  credit 
of  the  group  of  banks  related  to  the  plan 
of  merging  those  banks. 

The  increase  of  domestic  credit  inter- 
est rates  will  stimulate  banks  and  the  bu- 
siness world  to  get  external  borrowings  so 
as  to  intensify  the  inflow  of  foreign  capital. 
The  inflow  of  foreign  capital  (and  the  in- 
crease of  export  value)  will  in  turn  boost  up 
money  circulation,  in  terms  of  either  quasi 
money  or  money  in  the  narrow  sense  of  the 
word. 

Export  and  Import  Growth  Rates 

Improved  world  economic  condition  is 
expected  to  step  up  Indonesia's  export.  In 


1997  and  1998,  the  global  economy  is  ex- 
pected to  grow  by  respectively  3.4  per  cent 
and  3.5  per  cent.  In  the  same  year,  the  US 
economy  is  expected  to  grow  by  respect- 
ively 4.0  per  cent  and  2.7  per  cent,  Japan's 
economy  by  respectively  2.3  per  cent  and 
3.1  per  cent,  whereas  Europe's  economy  by 
2.5  per  cent  and  2.9  per  cent.  Besides  the 
brighter  prospect  of  the  global  economy, 
the  increase  of  Indonesia's  export  growth 
(by  13.85  per  cent  in  1998)  will  also  be  due 
to  the  improved  competitiveness  of  its  eco- 
nomy relative  to  other  ASEAN  countries  in 
labour  intensive  manufacturing  industry. 

Since  the  export  of  oil/gas  and  non-oil/ 
gas  commodities  are  valued  in  US  dollar 
units,  there  are  two  kinds  of  advantage  that 
will  be  gained  by  Indonesia's  economy  be- 
cause of  the  strengthening  value  of  US 
dollar  against  the  Yen  and  DM.  First,  it  will 
promote  Indonesia's  export  competitiveness 
in  Japanese  and  West  European  markets. 
Second,  it  will  relieve  Indonesia's  foreign 
debt  burden,  which  for  the  greater  part 
is  valued  at  the  two  weakening  currencies. 
Both  advantages  may  reduce  the  burden  of 
Indonesia's  external  balance  of  payment. 

Economic  Growth  Rate 

Indonesia's  economy  is  expected  to  grow 
by  7.8  per  cent  annually  respectively  in 
1997  and  1998.  As  mentioned  earlier,  the 
increase  of  foreign  exchange  interest  rates 
will  slow  down  the  expansion  of  domestic 
consumption  and  investment.  By  contrast, 
a  depreciation  of  the  external  value  of  Ru- 
piah may  stimulate  non-oil/gas  export.  The 
impact  of  non-oil/gas  export  increase  relat- 
ive to  the  expansion  of  GDP  is  estimated 
to  be  bigger  than  the  contraction  caused  by 
the  slow  growth  of  domestic  demand. 


Review  of 
Political  Development 

Post-Election  Political  Developments 

(Political  Developments  June-August  1997) 

I  Made  Leo  Wiratma  and  Nanda  Hasibuan 


Introduction 

THE  aftermath  of  Indonesia's  1997 
General  Elections  (June-August  1997) 
has  been  characterised  by  several 
interesting  and  controversial  political  de- 
velopments. First,  the  resolve  of  the  opposi- 
tion came  under  strain  with  the  ratification 
of  the  official  election  results.  Despite  ini- 
tial protest  by  the  Indonesian  Democratic 
Party  (PDI)  and  the  United  Development 
Party  (PPP)  against  the  way  the  govern- 
ment managed  the  elections,  both  opposi- 
tion parties  eventually  relented  and  form- 
ally recognised  ruling-party  Golkar's  land- 
slide victory.  Such  docility  by  the  opposi- 
tion marked  an  anticlimactic  epilogue  to 
the  most  tumultuous  electoral  campaign 
in  New  Order  history,  in  which  hopes  of 
democratisation  had  run  high. 

Secondly,  on  6  June  1997,  President  Soe- 
harto  unexpectedly  decided  to  appoint  Army 
Chief-of-StafF  General  Hartono  as  Minister 


of  Information.  Hartono  replaced  Harmoko, 
who  was  nominated  for  the  post  of  Min- 
ister for  Special  Assignments.  Harmoko  had 
been  in  charge  of  the  Information  portfolio 
for  the  past  14  years. 

Hartono 's  retirement  from  the  Indone- 
sian Armed  Forces  (ABRI)  and  subsequent 
appointment  to  a  civilian  post  led  to  a 
third  noteworthy  change  within  the  milit- 
ary. The  Army  Chief-of-Staff  position  was 
filled  by  General  Wiranto,  formerly  the 
Commander  of  the  Army  Strategic  Com- 
mand (KOSTRAD).  This  reshuffling  with- 
in the  cabinet  and  ABRI  is  perceived  as  a 
step  to  further  consolidate  this  year's 
earlier  restructuring  efforts  in  the  Air  Force, 
Navy,  and  the  Police  Force  (POLRI). 

Fourth,  the  decision  of  President  Soe- 
harto  to  send  the  broadcasting  bill  to  DPR 
for  a  deliberation.  The  bill  which  was  pass- 
ed by  DPR  on  December  1996,  is  consider- 
ed to  have  some  problematic  parts  which 
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are  hard  to  implement.  Although  the  de- 
cision has  constitutional  justification,  it  is 
the  first  time  in  history  that  the  President 
sent  the  bill  back  to  DPR  for  a  revision. 

The  fifth  key  political  development  over 
the  past  quarter  was  Hartono's  joining  the 
Association  of  Indonesian  Moslem  Intel- 
lectuals (ICMI).  The  period  under  survey 
ended  with  the  celebration  of  Indonesia's 
52nd  Independence  Anniversary. 

The  following  political  development  was 
the  two  controversial  events  which  were  the 
President's  proposal  to  DPR  to  re-pass  the 
MPR's  Decree  No.  VI/1988  as  well  as  the 
opening  of  the  government's  supported 
construction  of  Jakarta  Tower. 

All  these  developments  have  important 
implications  for  the  forthcoming  months 
of  political  life  which  will  culminate  with 
the  General  Sessions  of  the  People's  Con- 
sultative Assembly  (MPR)  in  March  1998. 

The  Results  of  the  1997  General 
Election 

The  General  Election  results  confirmed 
expectations  that  Indonesia's  political  map 
would  remain  unchanged.  Golkar  (Func- 
tional Group)  contested  this  election  with 
unprecedented  financial  and  human  re- 
sources at  its  disposal,  prevailing  in  what 
the  government  calls  "Indonesia's  Festival 
of  Democracy."  The  figures  provide  a  tell- 
ing story,  with  Golkar  winning  74.54  per 
cent  of  votes  (325  parliamentary  seats), 
followed  by  PPP  with  22.43  per  cent  (89 
seats)  and  by  the  PDI  with  a  mere  3.07  per 
cent  (11  seats).  Golkar's  latest  performance 
relative  to  the  1992  General  Elections  en- 


tails a  gain  of  43  seats.  PPP  was  able  to  re- 
cover the  seats  it  had  lost  in  1992,  increas- 
ing its  total  number  of  seats  by  27.  Con- 
versely, PDI's  abysmal  score  at  the  polls 
resulted  in  a  loss  of  45  seats. 

The  PPP  initially  boycotted  the  official 
vote  results,  citing  reports  of  widespread 
irregularities  at  the  polls.  The  subsequent 
stalemate  prompted  several  senior  govern- 
ment officials  to  declare  that  the  govern- 
ment would  go  ahead  with  making  the  poll- 
ing results  official  despite  PPP's  refusal  to 
endorse  the  outcome  of  the  election.  After 
several  weeks  of  behind-the-scenes  negotia- 
tions, PPP  eventually  relented  and  recog- 
nised the  official  election  results,  bringing 
the  "Festival  of  Democracy"  to  a  "success- 
ful" conclusion.  The  outcome  of  the  1997 
General  Elections  has  three  interesting  im- 
plications for  the  months  to  come: 

First,  Golkar's  landslide  victory  has 
vindicated  the  decision  to  appoint  a  ci- 
vilian as  chairman  of  the  party.  Harmoko's 
appointment  as  Golkar  Chairman  in  1993 
had  generated  considerable  controversy  as 
to  whether  a  civilian  was  suitable  for  the 
job.  Over  the  past  four  years,  Harmoko  had 
made  it  a  priority  to  "criss-cross"  the  ar- 
chipelago in  order  to  rally  support  for  his 
party.  Golkar's  victory  has  bestowed  con- 
siderable legitimacy  for  the  New  Order  to 
rule  over  the  next  five  years.  However, 
hopes  among  the  population  of  a  political 
renewal  appear  to  have  been  dashed.  Such 
is  the  conclusion  that  can  be  drawn  upon 
examining  the  content  of  speeches  by  Gol- 
kar figures  at  the  recent  election  rallies. 
They  speak  of  Golkar's  victory  as  a  sine 
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qua  non  condition  for  balanced  develop- 
ment and  the  continuity  of  the  New  Order 
as  the  source  of  national  leadership. 

Secondly,  the  PPP's  rise  during  the  latest 
elections  presents  itself  as  a  unique  phe- 
nomenon. By  staging  a  protest  against  the 
manner  in  which  the  elections  were  orches- 
trated by  the  government,  the  PPP's  leader- 
ship found  itself  in  a  dilemma.  While  on 
the  one  hand  it  could  not  turn  a  blind  eye 
to  reports  of  rampant  irregularities  by  Gol- 
kar throughout  Indonesia,  on  the  other  its 
reaction  had  to  take  into  account  the  long- 
term  interests  of  society.  Hence,  by  endors- 
ing the  official  election  results,  PPP's  leaders 
angered  large  segments  of  public  opinion. 

Despite  the  unpopularity  of  this  deci- 
sion, PPP's  electoral  gains  provide  the  op- 
portunity for  the  party  to  become  instru- 
mental as  a  pressure-point  for  political  re- 
newal within  the  establishment.  The  first 
reason  for  this  is  the  internal  rift  within 
PDI,  which  has  left  PPP  as  the  only  de  facto 
opposition  in  Indonesia.  Secondly,  PPP's 
electoral  strategy  of  focusing  on  the  per- 
ceived shortcomings  of  the  New  Order,  and 
providing  solutions  to  these  problems,  has 
been  very  well  received  by  the  public. 

The  third  interesting  outcome  of  the 
1997  General  Election  would  be  PDI's 
debacle  at  the  polls  -  its  worst  perform- 
ance since  its  creation  in  1973  -  which  is 
the  result  of  the  government's  interference 
in  that  party's  affairs.  The  conflict  between 
Megawati  Soekarnoputri's  and  current  PDI 
chairman's  Soerjadi's  rival  factions  for  con- 
trol of  the  party  is  by  far  the  main  cause 
behind  its  poor  performance  during  the 
latest  elections.  It  appears  irrefutable  that 
the  PDI's  drastic  decline  attests  to  Soer- 


jadi's illegitimacy  as  chairman  in  the  eyes 
of  the  majority  of  the  party's  followers. 
Hence,  Soerjadi's  leadership  has  come  to  re- 
present a  break  with  PDI's  tradition  of  re- 
lative autonomy  from  the  government.  In- 
stead, the  PDI  is  perceived  by  many  of  its 
erstwhile  supporters  as  a  tool  of  the  gov- 
ernment to  impose  its  interests  at  the  ex- 
pense of  the  aspirations  of  the  people. 
Given  this  context,  Megawati  Soekarnoputri 
and  her  supporters  have  scored  a  landmark 
moral  victory,  substantiating  her  claims  to 
represent  the  genuine  aspirations  of  the  PDI 
constituency. 

The  PDI's  drastic  decline  has  had  im- 
portant repercussions  on  the  current  elect- 
oral system  of  proportional  representation 
as  well  as  to  the  functioning  of  the  DPR. 
In  the  immediate  aftermath  of  the  elec- 
tions, Golkar  expressed  its  "willingness" 
to  give  the  PDI  its  excess  votes,  known  as 
a  "stembus  accoord"  (ballot-box  agreement). 
However,  the  agreement  failed  to  materi- 
alise due  to  a  barrage  of  criticism  by  PPP, 
which  stressed  that  such  a  deal  could  only 
be  reached  upon  consensus  by  the  three 
political  organisations. 

The  small  number  of  PDI  representat- 
ives in  parliament  (DPR)  forced  a  revision 
of  the  rules  and  regulations  of  that  institu- 
tion. Article  147,  paragraph  2,  of  the  regula- 
tion stipulates  that  parliamentary  commis- 
sions are  required  to  take  decisions  based 
on  consultations  between  representatives 
of  the  three  political  parties.  Article  152 
makes  the  additional  provision  that  in  or- 
der for  a  decision  to  be  legal,  its  proceed- 
ings must  be  attended  by  more  than  half 
of  the  total  number  of  members  and  each 
of  the  four  parliamentary  fractions  (FKP, 
F-ABRI,  FPP,  FPDI)  must  be  represented. 
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Given  that  the  FPDI  only  has  11  represent- 
atives, it  cannot  meet  the  regulations  which 
require  at  least  one  PDI  member  in  each  of 
the  1 1  parliamentary  commissions,  and  an  ad- 
ditional member  in  the  Committee  of  House 
Affairs  Management  (Badan  Urusan  Rumah 
TanggafBURT)  as  well  as  in  the  Committee 
for  Inter-Parliamentary  Co-operation  (Badan 
Kerja  Sama  Antar  Parlemen/BKSAP). 

By  and  large,  the  parliament  has  not 
experienced  any  substantial  changes  when 
compared  to  the  1992-97  period  which  wit- 
nessed an  increasingly  lively  debate  on  is- 
sues of  popular  sovereignty.  It  appears  that 
quality  of  debate  in  the  forthcoming  pe- 
riod will  very  much  depend  on  the  Member 
of  Parliaments'  awareness  and  idealism  as 
they  carry  out  their  task  of  representing 
and  defending  the  interests  of  the  people. 
Looking  at  the  statements  made  by  Golkar 
candidates  who  are  now  dominant  in  the 
new  parliament,  there  is  reason  to  be  optim- 
istic about  the  prospects  for  DPR  to  play 
a  greater  political  role  than  in  the  past. 


Change  of  Minister  of  Information 

On  6  June  1997,  the  Minister/State  Sec- 
retary Moerdiono  announced  President  Soe- 
harto's  decision  to  appoint  Army  Chief-of- 
Staff,  Hartono,  as  Minister  for  Information. 
Harmoko  has  been  appointed  to  the  post  of 
State  Minister  for  Special  Assignments.  This 
reshuffle  stirred  significant  controversy, 
not  least  due  to  the  fact  that  it  was  being 
made  at  a  late  stage  in  the  sixth  Develop- 
ment Cabinet,  which  only  has  a  few  more 
months  before  its  term  expires.  Furthermore, 
Harmoko 's  reassignment  came  in  the  wake 
of  his  impressive  performance  as  the  ar- 


chitect of  Golkar's  landslide  victory  at  the 
May  1997  elections.  Finally,  New  Order  his- 
tory provides  only  one  precedent  where- 
by a  cabinet  minister  was  removed  from 
his  position  during  a  term.  Excluding  the 
cases  of  Prof.  Nugroho  Notosusanto  and 
Mrs.  Lasijah  Sutanto  who  passed  away  while 
in  office,  the  only  occasion  of  a  ministerial 
removal  was  that  of  S.B.  Joedono  as  Min- 
ister of  Trade  in  1995. 

Excluding  the  personal  motives  behind 
the  replacement  of  Harmoko,  the  appoint- 
ment of  an  officer  as  Minister  of  Informa- 
tion reflects  the  president's  determination 
to  impose  stricter  controls  on  the  press  in 
the  run-up  to  the  General  Session  of  the 
People's  Consultative  Assembly  in  March 
1998.  Moreover,  this  decision  confirms  ru- 
mours that  the  executive  had  been  dismay- 
ed by  "reckless"  press  coverage  of  politics 
in  recent  months,  and  especially  the  election 
campaign.  As  Dr.  Affan  Gaffar,  a  political  ex- 
pert from  Gadjah  Mada  University,  suggest- 
ed in -June,  it  appears  that  Harmoko  will 
now  be  preparing  himself  to  take  on  the 
post  of  Speaker  of  DPR/MPR  for  the  period 
1997-2002.  This  analysis  is  supported  in  a 
recent  statement  by  the  Minister/State  Sec- 
retary Moerdiono  indicating  that  it  behoves 
the  winning  political  party  to  put  forward 
a  candidate  for  speaker  of  DPR/MPR.3 

Regardless  of  the  speculation  surround- 
ing the  cabinet  change,  there  is  hope  among 
the  press  and  in  society  at  large  that  the 
new  minister  for  Information  will  be  able 
to  foster  a  better  environment  for  the  press 
in  Indonesia.  Hartono  has  declared  his  in- 


2 

Forum Keadilan,  June  30,  1997. 
71  Media  Indonesia,  June  7.  1997. 
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tention  to  take  steps  to  assist  the  press  in 
enhancing  its  monitoring  role  and  its  com- 
mitment to  objectivity  and  morality.  A  Law 
Expert  at  the  University  of  Indonesia,  Prof. 
Dimyati  Hartono,  said  in  a  recent  interview 
that  censorship  of  the  press  is  a  grave  error 
because  it  prevents  an  objective  appraisal  of 

4 

the  political  realities  of  our  time. 

Harmoko's  appointment  as  Minister  for 
Special  Assignment  is  seen  in  a  wider  con- 
text of  the  government's  preparations  for 
the  1998  General  Session  of  MPR.  Harmo- 
ko's current  assignment  is  to  "prepare"  the 
new  parliamentary  candidates  for  their 
inauguration  in  October  1997.  This  task  has 
come  under  severe  public  criticism  regard- 
ing its  legality  and  usefulness.  Critics  claim 
that  the  assignment  is  a  thinly  veiled  at- 
tempt by  the  executive  at  indoctrinating  fu- 
ture House  members.  Considering  that  the 
constitution  recognises  the  executive  and 
legislative  bodies  as  equals,  the  grounds  for 
this  assignment  are  questionable  because 
the  "preparation"  is  being  undertaken  by  a 
member  of  the  executive. 

Changes  Within  ABRI 

The  appointment  of  General  Hartono  to 
a  civilian  post  as  Minister  of  Information 
created  a  vacuum  within  the  top  echelons 
of  ABRI  which  needed  to  be  filled.  General 
Wiranto  replaced  Hartono  as  Army  Chief-of- 
Staff,  and  Commander  of  Presidential  Se- 
curity Unit,  Maj-Gen.  Sugiono,  was  ushered 
in  as  Commander  of  KOSTRAD.  The  posi- 
tion of  Deputy  Army  Chief-of-Staff  was  fill- 
ed by  Maj-Gen.  Subagyo,  formerly  the  Com- 


ASuara  Pembaruan,  June  7,  1997. 


mander  of  Military  Command  IV/Dipone- 
goro.  Meanwhile,  the  former  Deputy  Assist- 
ant for  Operations,  Brig-Gen  Soetarto,  is 
appointed  as  the  new  Commander  of  Pre- 
sidential Security  Unit  and  Brig-Gen  Mardi- 
yanto,  who  was  the  Vice  Governor  of  Mil- 
itary Academy  as  the  new  Commander  of 
Military  Command  IV/Diponegoro. 

Although  changes  within  ABRI's  struc- 
ture are  not  unique,  the  background  of  the 
officers  involved  deserves  special  atten- 
tion. The  majority  of  officers  ~  Wiranto,  Su- 
bagyo, Sugiono  —  have  a  long  track-re- 
cord of  personal  loyalty  to  President  Soe- 
harto.  They  had  all  served  as  Presidential 
Assistants  for  a  period  of  time.  In  addition 
to  their  unquestionable  loyalty,  these  of- 
ficers are  known  as  "professionals".  How- 
ever, these  newly  appointed  officers  have 
shown  a  good  will  for  implementing  ef- 
fective dialogue  with  elements  of  society. 
Therefore,  although  this  latest  round  of 
promotions  in  ABRI  is  seen  as  a  useful 
buttress  to  the  executive  in  the  run-up  to 
the  1998  General  Session  of  the  MPR,  the 
appointment  of  the  new  high  ranking  of- 
ficers of  the  army  gives  hope  as  well  as 
chance  for  future  improvement  of  demo- 
cratic life  in  Indonesia. 

In  addition  to  the  shifts  in  the  army, 
there  have  been  significant  changes  in 
ABRI.  The  post  of  Deputy  in  the  navy,  air 
force  and  police  have  been  abolished.  In- 
stead, there  are  now  new  posts  of  Deputy 
Chief-of-Staff  in  the  navy,  air  force  and 
police  which  are  to  be  filled  by  officers 
with  the  rank  of  three-star  generals.  As 
a  result,  the  ranks  for  Chiefs-of-Staff  in 
the  Navy,  Air  Force  and  Police  have  been 
raised  to  four-star  generals.  Although  the 
official  explanation  for  these  changes  is 
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that  they  were  made  to  meet  security  chal- 
lenges, there  are  clear  signs  that  they  aim 
at  strengthening  ABRI's  support  for  the 
executive. 

Generally  speaking,  the  recent  spate  of 
promotions  and  demotions  in  the  military 
and  the  cabinet  should  be  seen  as  an  at- 
tempt by  the  President  to  ensure  that  his 
strategy  of  governance  is  not  challenged 
during  the  1998  General  Session  of  the 
MPR. 

The  Broadcasting  Bill 

President  Soeharto,  on  July  11,  1997,  fi- 
nally decided  to  send  the  broadcasting 
bill  back  to  DPR  for  a  redeliberation.  The 
bill  which  was  passed  by  DPR  on  Decem- 
ber 9,  1996,  was  submitted  to  the  President 
for  approval.  The  regulation  states  that  the 
bill  passed  by  DPR  must  obtain  the  Presid- 
ent's approval. 

The  President's  decision  to  demand  for 
a  redeliberation  of  the  bill  was  concern- 
ed by  some  problematic  articles  of  the  bill 
which  were  considered  technically  diffi- 
cult to  implement.  They  include  a  stipula- 
tion that  a  national  television  station's 
coverage  must  reach  no  more  than  50  per 
cent  of  Indonesia's  200  million  popula- 
tion. Another  article  concerns  the  need  to 
renew  broadcasting  licenses  every  five 
years.5  These  articles  were  seen  as  the  ob- 
stacles for  the  private  channels  to  expand. 

The  redeliberation  of  the  broadcasting 
bill  raised  some  interesting  speculations 
and  responds.  The  Far  Eastern  Economic 


Review  argues  that  the  initial  bill,  which 
was  meant  to  allow  for  the  growth  of  na- 
tional televisions,  had  made  the  private 
broadcasters  displeased.  And  among  all 
the  private  channels  in  Indonesia,  some  of 
them  are  owned  by  President  Soeharto's 
children.  The  second  deliberation  is  hoped 
to  benefit  more  the  interest  of  the  private 
broadcasters,  notably  the  interest  of  the 
Soeharto's  children. 

The  decision  was  also  linked  to  the  re- 
placement of  Minister  of  Information  sev- 
eral weeks  previously.  When  the  initial  bill 
finally  made  it  through  parliament  in  De- 
cember 1996,  the  Minister  of  Information  at 
that  time,  Harmoko,  was  very  proud  of  the 
outcome  and  thought  that  such  a  bill  was 
very  important  for  the  nation.  His  recent  re- 
placement wonders  everyone  if  it  had  any- 
thing to  do  with  the.  legislation. 

Moreover,  constitutionally,  the  Presid- 
ent's decision  for  a  deliberation  according 
to  constitutional  law  expert,  Professor  Sri 
Soemantri,  was  as  it  were  the  DPR  under 
the  government's  heels.  He  argued  that  the 
bill  had  to  be  enacted  first,  and  should  the 
government  find  some  part  to  be  revised,  it 

7 

could  propose  a  bill  of  amendment. 

Hartono  and  ICMI 

The  Minister  of  Information,  Hartono, 
recently  joined  the  Association  of  Indone- 
sian Moslem  Intellectuals  (ICMI)  after  seek- 
ing approval  from  President  Soeharto,  cur- 
rently the  Chairman  of  ICMI's  Supervis- 


5 Jakarta  Post,  July  2 1 , 1 997. 


Far  Eastern  Economic  Review,  September  4, 1997. 
1  Jakarta  Post,  July  21  and  26,  1997. 
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ory  Council.  Hartono  has  joined  ICMI  in 
order  to  play  an  active  role  in  promoting 
the  organisation.  According  to  a  Political 
Expert  at  Gadjah  Mada  University  (UGM), 
Dr.  Riswandha  Imawan,  Hartono's  decision 
to  join  ICMI  is  an  attempt  to  improve  his 
current  position  in  Indonesia's  political 
map.  In  becoming  a  member  of  ICMI,  Har- 
tono's Islamic  credentials  have  been  polish- 
ed further  and  make  him  a  palatable  figure 
for  the  country's  Moslem  constituency. 
Seen  from  another  perspective,  Hartono's 
accession  to  ICMI  will  enable  the  executive 
to  exert  greater  control  over  the  organisa- 
tion. Such  speculation  comes  in  the  wake 
of  recent  statements  by  key  ICMI  figures 
which  are  quite  critical  of  the  government. 

MPR's  Decree  No.  VI/1988 

During  the  opening  ceremony  of  the 
new  1997-2002  legislators'  preparation,  Pres- 
ident Soeharto  posed  the  question  about 
the  consideration  to  re-pass  the  MPR's 
Decree  No.  VI/1988.  The  decree  gives  the 
President  rights  and  authority  to  take  a 
full  action  in  dealing  and  solving  any  con- 
flicts which  might  occur.  It  was  first  pass- 
ed during  the  presidential  term  of  1988- 
1992,  and  was  left  untouched  in  the  fol- 
lowing term.  The  decree  is  basically  sim- 
ilar to  the  MPR's  Decree  No.  LX  which  was 
passed  in  1968  that  gave  the  President  full 
authority  to  take  full  action  against  the 
Indonesian  Communist  Party  (PKI)  and  its 
movement,  just  three  years  after  the  bloody 
abortive  coup  of  the  Indonesian  Commun- 
ists when  the  situation  was  not  completely 
stable. 


Gatra,  August  10,  199,7. 


The  President's  recent  proposal  to  re- 
consider the  decree  has  generated  many 
speculations  over  the  need  and  goal  of 
such  motive,  given  the  fact  that  the  cur- 
rent situation  is  basically  stable.  A  polit- 
ical expert,  Syamsuddin  Haris,  argues  that 
such  proposal  is  based  on  lack  of  trust 
among  the  political  power.9 

Moreover,  the  decree  basically  gives  the 
President  more  power  and  authority  as  the 
head  of  the  government.  It  would  as  well 
give  the  President  a  legitimacy  to  take  any 
actions  whenever  the  conflict  occurs,  no 
matter  how  harsh  the  action  will  be.  The 
President  seems  not  to  tolerate  any  conflict 
and  will  handle  it  in  a  hard  way.  He  is  ob- 
viously anticipating  the  rise  of  political 
disturbances  and  the  decree  can  protect  his 
position  by  taking  any  legitimate  action  in 
handling  such  events. 

The  Construction  of  Jakarta  Tower 

Minister/State  Secretary  Moerdiono  has 
symbolically  started  the  President's  and 
government's  supported  construction  of  the 
558-meters  Menara  Jakarta  (Jakarta  Tower), 
heralded  as  the  world's  tallest  tower.  The 
US$560-million  project  is  expected  to  be 
completed  in  four  and  a  half  years  with 
the  grand  opening  planned  to  be  held  in 
the  year  2001.  In  his  speech,  Moerdiono 
stressed  that  the  construction  of  the  tower 
should  be  considered  as  a  means  to  elevate 
Jakarta's  image  on  the  international  stage.10 

The  President's  and  government's  sup- 
port for  such  construction  gives  rise  to 


*  Tiros,  September  1,  1997. 

10 Jakarta Pos(,  August  13-,  1997. 
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some  questions  and  critiques.  It  is  ques- 
tioned how  the  construction  fits  to  the  tight 
money  policy  which  has  been  introduced 
by  the  government,  given  the  fact  that  a 
huge  sum  of  money  be  spent  in  the  pro- 
ject. Moreover,  the  government  should  al- 
locate the  funds  for  the  development  of  the 
prioritised  and  urgent  sectors,  such  as  the 
development  of  people's  welfare.  The  con- 
struction is  seen  as  a  way  to  build  the  coun- 
try's  image  internationally,  without  con- 
centrating on  what  should  be  really  done. 

Indonesia's  Independence  Anni- 
versary and  The  President's  State 
Address 

Indonesia  turned  52  years-old  on  August 
17,  1997.  Following  the  traditional  cere- 
mony celebrations,  President  Soeharto  pre- 
sented a  state  address  before  the  Indone- 
sian Parliament  (DPR)  on  16  August.  This 
was  to  be  his  last  Presidential  address  to 
Members  of  Parliament  in  the  1992-1997 
parliamentary  period,  which  will  end  this 
coming  October.  In  a  prelude  to  the  Pres- 
ident's address,  House  Speaker  Wahono 
spoke  about  the  duties  that  befall  upon 
every  institution  in  the  country  to  cham- 
pion the  interests  of  the  people.  Wahono 
conceded  that  there  were  still  many  cit- 
izens who  did  not  believe  that  the  DPR  was 
effective  in  voicing  and  defending  the  in- 
terests of  society.  Such  scepticism  by  the 
public  should  be  a  rallying  factor  for  the 
new  parliamentarians,  and  inspire  them  to 
strive  hard  and  raise  the  profile  of  DPR  in 
the  next  five  years. 

Echoing  House  Speaker  Wahono,  Pres- 
ident Soeharto's  address  said  that  Indo- 
nesia's founding  fathers  had  ensured  that 


future  leaders  would  be  accountable  to  the  peo- 
ple's  sovereignty.  However,  history  has 
shown  that  living  up  to  this  legacy  has 
been  fraught  with  obstacles,  caused  by 
both  domestic  and  foreign  factors.  It  re- 
mains questionable  that  such  statements 
are  not  mere  rhetoric  but  do  indeed  reveal 
the  intentions  of  the  nation's  ruling  class. 
Undoubtedly,  President  Soeharto's  recent 
speech  provides  the  opportunity  for  gov- 
ernment officials,  from  the  very  top  of  the 
hierarchy  to  the  grassroots,  to  reflect  upon 
the  essence  of  their  mandate. 


Conclusion 

With  the  commotion  generated  by  the 
1997  parliamentary  election  campaign,  it 
may  appear  on  the  surface  that  political 
life  in  Indonesia  during  the  past  quarter 
had  resettled  momentarily.  However,  sev- 
eral events  indicate  that  important  changes 
are  under  way  as  there  appears  to  be  a  con- 
solidation of  support  around  the  executive 
branch.  First,  Golkar's  victory  and  the  en- 
dorsement of  the  election  results  by  all  par- 
ties has  ensured  the  New  Order  regime's 
legitimacy  to  continue  its  governance  with 
the  programs  which  in  fact  might  not  meet 
the  interest  of  the  people.  Second,  the  re- 
placement of  Harmoko  by  Hartono  as  Min- 
ister of  Information  is  likely  to  further  re- 
strain the  press.  Thirdly,  General  Wiranto's 
appointment  as  Army  Chief-of-Staff  clears 
the  way  for  ensuring  the  military's  unques- 
tioning support  to  Soeharto  as  well  as  to 
strengthen  the  President's  position  in  the 
upcoming  1998  MPR  General  Sessions. 

However,  the  willingness  of  Wiranto  and 
other  newly  appointed  officers  for  a  dia- 
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logue  can  be  seen  as  a  chance  for  demo- 
cratic improvements  in  the  nation.  Further 
changes  in  the  structure  of  the  remaining 
services  in  the  military  --  namely  the  air 
force,  navy  and  police  ~  are  additional  meas- 
ures to  guarantee  loyalty  to  the  presidency 
within  the  armed  forces.  Fourth,  the  rede- 
liberation  of  the  broadcasting  bill  is  most 
likely  seen  as  the  effort  of  the  President  to 
protect  the  interests  of  his  family.  Fifth,  the 
implications  of  Hartono's  entry  into  ICMI 
is  expected  to  contain  the  organisation  un- 
der control  by  reducing  the  recent  wave  of 
dissent  within  that  body.  Sixth,  the  Pres- 
ident's proposal  for  the  re-passing  of 
MPR's  Decree  No.  W1988  is  considered  as 
an  effort  to  gain  as  much  legitimacy  as 
possible  to  take  full  and  hard  action  when- 
ever his  position  is  threatened.  Lastly,  the 
construction  of  Jakarta  Tower  describes 
the  government's  inconsistency  of  tight 
money  policy  as  well  as  an  example  of  how 
the  development  might  not  meet  the  inter- 
est of  the  majority  of  the  people.  The  gov- 
ernment recently  decided  to  postpone  the 
project. 


Seen  as  a  whole,  these  latest  develop- 
ments highlight  President  Soeharto's  con- 
tinuing domination  of  Indonesian  politics 
at  the  late  stage  in  his  sixth  term  of  office 
as  well  as  the  effort  to  execute  his  well-de- 
signed scenario  for  the  upcoming  1998  MPR 
General  Session.  Moreover,  the  developments 
suggest  that  political  reform  may  not  take 
place  in  the  immediate  years  to  come. 

The  developments  of  politics  noted  above 
prove  that  the  real  democratic  governance 
has  not  been  fully  implemented  in  Indone- 
sia. Power  has  been  increasingly  concen- 
trated in  the  hands  of  the  Executive  Branch, 
which  has  used  it  to  pursue  as  well  as 
to  protect  its  interests.  Indonesia  urgently 
needs  to  reform  its  political  system  before 
being  trapped  in  a  deeper  political  decay. 
However,  the  willingness  of  the  newly  ap- 
pointed Army  Chief  of  Staff,  General  Wi- 
ranto,  for  an  effective  dialogue  with  elements 
of  society  can  be  appreciated  as  a  good 
will  to  establish  a  democratic  improvement 
in  the  nation.  This  step  should  be  followed 
by  other  leaders  to  obtain  a  better  demo- 
cracy in  Indonesia. 


Indonesia's  Agriculture: 
Facing  the  APEC  and  WTO* 

Erwidodo  and  Tubagus  Feridhanusetyawan 


THE  world  is  becoming  much  more 
integrated  as  a  consequence  of 
various  multilateral  (GATT/WTO), 
regional  (APEC  and  AFT  A)  and  unilateral 
reforms  implemented  simultaneously.  For 
Indonesia  this  means  new  export  market 
opportunities  abroad  as  well  as  increased 
import  competition  in  its  domestic  market. 
It  also  means  more  obligations  to  open  up 
and  further  liberalise  its  own  economy. 
While  that  may  at  times  be  painful  for  some 
groups  and  hence  for  the  government  po- 
litically, the  net  additional  economic  gains 
from  further  deregulation  will  continue  to 
be  substantial  (Anderson  and  Pangestu, 
1995).  They  argued  that  there  are  basically 
two  alternative  approaches  to  be  chosen 
by  the  Indonesian  government.  One  is  to 
resist  the  liberalisation  thrust  and  seek  spe- 
cial favours  to  slow  the  relative  decline  of 
agricultural  sector,  as  was  done  in  Japan 
and  Korea.  The  other  is  to  embrace  the  re- 
form thrust  for  agriculture  in  return  for  ac- 
celerated reform  in  the  more-protected  non- 
farm  sectors,  as  is  being  done  in  Australia 
and  New  Zealand. 


Presented  at  the  workshop  during  the  41st  An- 
nual Conference  of  Australian  Agriculture  &  Resource 
Economics  Society,  20-25  January  1997. 


The  resistance  option  may  slow  down 
the  decline  in  the  agriculture's  share  of  GDP, 
but  it  would  dampen  overall  GDP  growth 
in  the  process  and  so  could  slow  down  ab- 
solute growth  in  farm  incomes.  The  option 
to  embrace  reforms,  by  contrast,  would  boost 
up  GDP  growth  and  hence  the  demand  for 
farm  products  and  so  may  lead  to  no  slower 
growth  in  farm  output  and  almost  certainly 
to  higher  farm  household  incomes.  The  ex- 
tent to  which  rural  incomes  would  grow  de- 
pends in  part  on  the  extent  to  which  the 
government  reduces  the  urban  bias  in  its 
investment  in  infrastructure. 

Which  one  is  best  to  choose  for  Indo- 
nesia? This  paper  aims  at  providing  some 
answers  to  this  question  using  GTAP  model, 
a  multi-country  computable  general  equi- 
librium model  of  the  world  trade.  The  first 
part  of  this  paper  will  present  the  pressure 
for  liberalisation  based  on  Uruguay  Round 
Agreement.  The  second  part  will  discuss 
the  APEC  (Asia  Pacific  Economic  Coopera- 
tion), especially  the  progress  in  terms  of 
trade  liberalisation.  The  third  part  will  pre- 
sent the  model  that  is  used  in  this  study, 
including  the  simulation  procedures  that 
are  applied.  The  fourth  part  will  present  the 


234 


THE  INDONESIAN  QUARTERLY,  XXV/3 


preliminary  results,  and  finally,  the  final  part 
will  present  the  conclusion. 

Uruguay  Round  Agreements  on 
Agriculture 

The  Round  Agreement 

The  Uruguay  Round  Agreement  on 
Agriculture  marks  an  historical  commit- 
ment and  break  with  the  past,  although 
the  degree  of  liberalisation  involved  is 
not  as  large  as  many  countries  would  have 
liked.  The  Uruguay  Round  Agreement  en- 
compasses three  different  types  of  obliga- 
tions for  agricultural  reform,  as  set  out  in 
Table  1.  In  summary,  these  include: 


Improvement  in  Market  Access: 

•  Conversion  of  all  existing  non-tariff  bar- 
riers into  tariff  equivalents,  to  be  added 
to  the  existing  level  of  tariffs; 

•  Cut  in  import  duties  by  an  unweighted 
average  of  36  per  cent  in  equal  install- 
ments over  six  years  for  developed  coun- 
tries, and  by  24  per  cent  over  ten  years 
for  developing  countries  (from  a  base  of 
1986-1988); 

•  Reduction  in  each  individual  tariff  line 
of  a  minimum  of  15  per  cent  by  developed 
countries  and  10  per  cent  by  developing 
countries; 

•  Establishment  of  "minimum  access"  im- 
port quotas  for  products  where  imports 
have  faced  prohibitive  barriers  in  the 


Table  1 


URUGUAY  ROUND  AGREEMENT  ON  AGRICULTURE:  OBLIGATION 


Developed  Countries 


Developing  Countries 


A.  Market  Access 

1.  Tariffication  of  all 
non-tariff  measures 

2 .  Reduction  of  tariff 

3.  Minimum  access  through 
tariff  quota  must  be  provided* 

B.  Domestic  Support 

1 .  Reduction  of  support  to 
agricultural  production 

C.  Export  Subsidies 

1 .  Reduction  in  value  of 
export  subsidies 

2.  Reduction  in  volume 
of  export  subsidies 


Yes 

•  By  36%  over  6  years 

•  By  15%  on  each  tariff  item 
Yes,  at  level  of  3% 


By  20%  over  6  years 

By  36%  over  6  years 
By  21%  over  6  years 


Yes 

•  By  24%  over  6  years 

•  By  10%  on  each  tariff  item 

Yes,  at  level  of  3% 


•  By  13%  over  10  years 

•  By  24%  over  10  years 

•  By  14%  over  10  years 


Source:  GA TT  Secretariat,  1 994. 

♦This  applies  to  products  previously  subject  to  quantitative  restrictions  and  for  which  current 
access  is  less  than  three  per  cent  of  domestic  consumption.  Such  access  should  be  expanded 
to  five  per  cent  during  the  implementation  period. 
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past,  equal  to  three  per  cent  of  domestic 
consumption  and  rising  to  five  per  cent 
at  the  end  of  six  years. 

As  a  result  of  the  above,  the  cost  of  pro- 
tection in  the  agricultural  sector  will  be- 
come much  more  transparent  for  all  GATT 
members,  although  the  actual  level  of  pro- 
tection after  tariffication  of  non-tariff  bar- 
riers may  remain  quite  high  for  the  products 
currently  subject  to  non-tariff  measures. 

Reduction  in  Domestic  Support  to  Agri- 
culture: 

•  Obligation  to  reduce  the  Aggregate 
Measure  of  Support  (AMS)  or  the  total 
amount  of  government  aid  to  the  agri- 
cultural sector,  by  20  per  cent  over  six 
years,  in  equal  annual  installments  for 
developed  countries  (from  base  levels  of 
1986-1988)  and  by  13  per  cent  over  ten 
years  for  developing  countries; 

•  Support  policies  which  have  a  minimal 
impact  on  trade  may  be  excluded  from 
the  AMS  calculation.  These  "Green  Box" 
policies  include:  research  services,  pest 
and  disease  control,  inspection  services, 
environmental  and  conservation  pro- 
grams, stockholding  for  food  security, 
domestic  food  aid,  crop  insurance,  dis- 
aster relief,  regional  and  structural  in- 
vestment aid; 

•  Direct  payments  to  farmers  (e.g.,  defi- 
ciency payments)  are  not  considered 
part  of  the  AMS  and  do  not  have  to 
be  reduced  if  they  are  made  under  pro- 
duction-limiting programs; 

•  A  "de  minimis"  provision  allows  countries 
to  exclude  product-specific  support  from 
the  calculation  of  the  AMS  when  it  does 


not  exceed  five  per  cent  of  the  value  of 
production  of  that  commodity. 

The  Uruguay  Round  Agreement  rein- 
forces programs  of  domestic  agricultural  re- 
form that  have  been  implemented  in  most 
OECD  countries  since  1986  due  to  budget 
constraints.  Unfortunately  major  US  and  EU 
farm  income  support  programs  (the  above 
"deficiency  payments")  have  been  exempt- 
ed from  the  AMS  calculation,  but  continu- 
ing budgetary  problems  will  provide  a  brake 
on  the  use  of  this  escape  hatch. 

Reduction  in  Export  Subsidies: 

•  Requirement  on  the  part  of  developed 
countries  to  reduce  export  subsidies  by 
36  per  cent  in  value  terms  over  six  years, 
in  equal  annual  installments  (from  a 
1986-1990  base  year  level)  and  by  21  per 
cent  in  volume  terms.  Developing  coun- 
tries must  carry  out  these  reductions  in 
the  order  of  24  per  cent  and  14  per  cent, 
respectively,  in  equal  installments  over 
ten  years; 

•  Reduction  to  apply  to  specific  products 
or  products  groups,  generally  defined 
on  a  four  digit  HTS  level; 

•  Countries  commit  not  to  grant  export  sub- 
sidies on  products  that  currently  do  not 
benefit  from  such  assistance; 

•  Privately  financed  export  aid  is  not  cov- 
ered by  the  Agreement. 

The  export  subsidy  reductions  are  the 
most  significant  results  of  the  Uruguay 
Round  Agreement  on  Agriculture  and  should 
bring  about  important  benefits  for  trading 
countries,  especially  in  the  grains  sector.  Im- 
portantly, the  commitments  in  this  area  (as 
in  that  for  the  lowering  domestic  subsidies) 
have  been  fixed  in  ad  valorem  terms  with- 
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out  allowance  for  inflation  adjustment,  so 
that  subsidy  reductions  in  real  terms  will 
continue  after  the  transition  periods. 

Indonesia's  US  Commitment  on  Agri- 
culture 

Indonesia's  commitments  for  agricultural 
trade  liberalisation  are  summarised  in  Table 
2  which  covers  the  main  elements  of  Indo- 
nesia's market  access  offer  to  the  Uruguay 
Round  (as  finalised  in  Schedule  XXI).  Indo- 
nesia has  committed  to  either  tariffy  and 
bind  tariffs  on  agricultural  items  or  to  bind 
at  a  ceiling  level.  Tariffs  are  to  be  bound  at 
tariffied  rates  in  the  case  of  two  products: 
dairy  items  and  cloves.  Tariffs  are  to  be 
bound  at  ceiling  (maximum)  rates  for  the 
following  products:  rice,  meat,  some  fruits 
and  vegetables,  tea,  coffee  and  spices,  mar- 


garine, sugar,  alcoholic  beverages  and  ci- 
garettes. In  line  with  the  Uruguay  Round 
requirements,  Indonesia  committed  to  re- 
duce the  level  of  tariffs  on  all  agricultural 
items,  including  those  subject  to  tariffica- 
tion,  by  an  overall  24  per  cent  (and  by  10 
per  cent  by  line  item)  over  a  10-year  period. 

Following  the  implementation  of  these 
tariff  reforms,  the  large  majority  of  tariffs 
on  agricultural  items  (1,014  items)  will  settle 
at  a  bound  tariff  rate  of  40  per  cent.  Several 
items  (300  or  22  per  cent  of  total  agricul- 
tural items)  will  be  bound  at  rates  higher 
than  40  per  cent,  following  the  required  re- 
ductions, while  a  few  items  (27  in  total)  will 
be  bound  at  rates  lower  than  40  per  cent. 

Indonesia  has  offered  guaranteed  ac- 
cess through  tariff  quotas  for  two  product 
areas.  Maintenance  of  current  access  offer- 


Table  2 


SUMMARY  OF  INDONESIA'S  URUGUAY  ROUND  MARKET  ACCESS  OFFICER 


Tariff  Lines 


Imports  1992 


No. 

% 

mUS$ 

% 

Tariff  Binding  ■ 

1 .  Total  bound  manufactures 

7,537 

80.3 

22,529 

82.6 

-  Existing  bindings 

823 

8.8 

6,227 

22.8 

-  New  bindings 

6,714 

71.6 

16,302 

59.8 

2.  Total  Agriculture  (all  bound) 

1,341 

14.3 

2,464 

9.0 

3.  Exceptions 

504 

5.4 

2,285 

8.4 

Total  above 

9,382 

100 

27,279 

100 

B. 


C. 


Agriculture 

1 .  Tariffication  and  binding  of  all  items. 

2.  Duty  reduction  of  10  per  cent  by  tariff  line  over  10  years. 

3.  Elimination  of  local  content  requirement  for  milk  products. 

4.  Agreed  access  of  70,000  tons  of  rice  imports  annually. 

Removal  of  non-tariff  barriers  on  bound  tariff  items. 

Removal  ofNTBs  on  98  industrial  tariff  lines  affecting  $358  mil.  of  imports  within  10  years. 


D.  Elimination  of  import  surcharges  on  bound  tariff  items. 

Removal  of  surcharges  varying  between  five  and  25  per  cent  on  159  tariff-lines  affecting  $838  mil. 
of  import  within  10  years. 


Source:  Adopted  from  Stephenson  and  Erwidodo  (1995). 
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ed  for  milk  and  cream  (quota  of  414,700 
tons  of  fresh  milk  equivalent  offered  at  an 
in-quota  tariff  rate  of  40  per  cent);  while 
minimum  access  opportunities  were  guar- 
anteed for  rice  (quota  of  70,000  tons  offered 
at  an  in-quota  tariff  rate  of  90  per  cent). 

Indonesia  did  not  commit  itself  to  any 
reduction  in  domestic  support  measures  to 
agriculture,  as  all  of  the  existing  measures  of 
this  type  were  submitted  in  Schedule  XXI 
under  the  "Green  Box"  or  exemptions  from  re- 
duction commitments.  In  particular,  the  buffer 
stock  operations  of  Bulog  (Badan  Urusan 
Logistik  -  State  Trading  Agency)  with  the 
objective  of  stabilising  food  prices  and  en- 
couraging adequate  food  supply  have  been 
listed  as  exempt  from  the  commitment  to  re- 
duce domestic  support.  Price  stabilisation 
measures  are  allowed  as  long  as  they  do  not 
exceed  the  "de  minimum"  rule  or  10  per  cent 
of  the  value  of  domestic  production  in  that 
product. 

Indonesia  invoked  the  Special  Safeguard 
provisions  as  provided  in  the  Uruguay 
Round  Agreement  on  Agriculture  for  milk 
and  cream,  buttermilk,  milk  fat  and  cloves. 
Commitments  on  reductions  in  export  sub- 
sidies were  undertaken  in  respect  of  rise 
only,  with  no  other  commodities  having  been 
listed  as  benefiting  from  export  support. 

Asia  Pacific  Economic  Cooperation 
(APEC)1 

Background 

APEC  was  formed  in  1989,  partly  due  to 
uncertainty  in  the  outcome  of  the  Uruguay 
Round  Up  to  1993,  APEC  was  dominated  by 

'This  part  is  mainly  taken  from  PECC  (1996). 


bureaucrats  and  was  an  informal  forum 
to  undertake  various  discussions.  Since  the 
beginning,  the  consensus  was  that  APEC 
should  not  be  institutionalised  and  not  be 
a  negotiating  body. 

There  has  been  more  significant  pro- 
gress since  1993.  The  informal  meeting  of 
APEC  Leaders  in  Blake  Island  in  1993  pro- 
vided the  vision  of  free  trade  and  invest- 
ment in  the  region.  The  meeting  in  Bogor 
in  the  following  year  set  the  long  term 
goals  of  free  and  open  trade  and  invest- 
ment in  the  Asia  Pacific.  The  time  limits  are 
set  to  be  2010  for  the  industrialised  coun- 
tries and  2020  for  the  developing  countries. 
The  Osaka  meeting  in  1995  laid  out  the 
framework  to  translate  and  formalised  the 
long  term  visions  and  goals.  The  recent 
meeting  in  Manila  produced  the  MAPA 
(Manila  Action  Plan  for  APEC)  that  con- 
sists of  Individual  Action  Plans  (LAP),  Col- 
lective Action  Plans  (CAP),  and  other  joint 
activities  in  various  APEC  forum. 

Since  the  Bogor  meeting,  it  has  become 
clearer  that  APEC  cooperation  is  based 
on  three  pillars:  (1)  Trade  and  Investment 
Liberalisation  and  Facilitation  (TILF);  (2) 
Economic  and  Technical  Cooperation  (ETC); 
and  (3)  Development  cooperation.  Because 
APEC  is  not  meant  to  be  a  negotiating 
body,  the  process  of  liberalisation  is  volun- 
tary and  concerted  unilateral  actions  to  be 
undertaken  by  every  country  based  on  its 
own  plans,  priorities,  and  taking  into  ac- 
count the  different  levels  of  developments. 
Agreement  is  reached  through  a  consultative 
process  and  based  on  consensus. 

The  Osaka  meeting  has  laid  out  a  set  of 
nine  clearly  defined  principles  for  APEC. 
They  are:  (1)  comprehensiveness;  (2)  WTO- 
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consistency;  (3)  comparability;  (4)  non-dis- 
crimination; (5)  transparency;  (6)  standstill; 
(7)  simultaneous  start,  continuous  process 
and  differentiated  timetables;  (8)  flexibility; 
and  (9)  cooperation.  These  nine  principles 
are  then  reemphasised  in  Manila  with  the 
Manila  Action  Plans  for  APEC  (MAPA). 

With  MAPA,  APEC  members  have  rein- 
forced these  trends  of  liberalisation,  ensur- 
ing more  transparent  trade  regime  through 
their  individual  and  collective  action  plans. 
MAPA  consists  of  trade  and  investment 
liberalisation,  support  for  reducing  the  costs 
of  doing  business,  and  economic  and  tech- 
nical cooperation.  In  summary,  the  highlights 
of  MAPA  are: 

Trade  and  investment  liberalisation 

•  Progress  in  defining  Bogor  goals  in  tar- 
iff reduction  to  specific  targets; 

•  Time  schedules  which  for  some  economies 
are  faster  than  the  Bogor  time  frame; 

•  Undertakings  which  go  further  than  UR 
commitments  for  some  economies; 

•  Broad  support  for  completing  the  nego- 
tiations of  the  Information  Technology 
Agreement  (ITA); 

•  Commencement  of  NTB  reductions,  though 
definition  of  targets  and  time  schedules 
are  less  prevalent; 

•  Increased  transparency  through  the  cre- 
ation of  the  APEC  database  on  customs 
and  applied  tariffs  (1997),  and  drawing 
up  of  a  list  of  identified  NTBs  (1998). 

Reducing  the  cost  of  doing  business 

•  Move  towards  papcr-less  customs  by  the 
year  2000; 


•  Develop  mutual  recognition  arrangements 
for  standards  and  alignment  with  inter- 
national standards; 

•  Simplify  visa  arrangements  for  business 
travelers; 

•  Allow  greater  transparency  in  government 
procurement; 

•  Build  effective  intellectual  property  rights 
regimes; 

•  Promote  effective  dispute  mediation  mech- 
anism; 

•  Identify  best  practices  in  regulatory  re- 
form and  establish  cooperation  arrange- 
ments on  competition  policy; 

•  Build  an  open  and  efficient  infrastructure 
sector. 

Economic  and  technical  cooperation 

•  Rapid  growth  of  ECOTECH  joint  activ- 
ities; 

•  Adoption  of  Manila  Declaration  on  an 
APEC  Framework  for  strengthening  eco- 
nomic cooperation  and  development. 

Those  initiatives  and  actions  come  from 
both  individual  and  collective  action  plans 
in  various  areas,  especially  in  customs,  stand- 
ard and  conformance,  competition  policy  and 
deregulation,  intellectual  property  rights,  dis- 
pute mediations,  rules  of  origin,  and  mobil- 
ity of  business  people. 

APEC  Trade  Liberalisation 

APEC  members  have  been  lowering  tar- 
iffs and  reducing  the  frequency  of  non- 
tariff  barriers  (NTB)  based  on  their  unilat- 
eral reform  and  deregulation  initiatives  since 
1989.  As  a  result,  the  average  tariff  levels 
(unweighted)  between  1988  and  1996  have 
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Table  3 


UNWEIGHTED  AVERAGE  TARIFFS 
OF  APEC  ECONOMIES,  1988-1996 


Country 


1988 


1993 


1996 


Australia  15.6  9.0  6.1 

Brunei  3.9  3.9  2.0 

Canada  9.1  8.8  6.7 

Chile  19.9  14.9  10.9 

China  40.3  37.5  23.0 

Hong  Kong  0.0  0.0  0.0 

Indonesia  20.3  17.0  13.1 

Japan  7.2  6.5  9.0 

Korea  19.2  11.6  7.9 

Malaysia  13.0  12.8  9.0 

Mexico  10.6  12.8  12.5 

New  Zealand  15.0  8.0  7.0 

Philippines  27.9  23.5  15.6 

Singapore  0.4  0.4  0.0 

Chinese  Taipei  12.6  8.9  8.6 

Thailand  40.8  37.8  T7.0 

USA  6.6  6.6  6.4 

Source:  PECC  (1966). 

been  lowered  by  almost  half  from  15  to 
nine  per  cent  (Table  3)  Currently,  14  mem- 
bers have  average  tariff  levels  below  15 
per  cent  with  majority  of  those  at  below 
10  per  cent.  The  three  other  members  are  al- 
ready close  to  zero  per  cent. 

Unilateral  reforms  have  also  reduced  the 
number  of  non-tariff  barriers.  For  APEC  as 
a  whole,  the  non-tariff  barriers  have  been 
cut  by  half,  declining  from  nine  per  cent 
of  import  coverage  to  five  per  cent  during 
this  period.  In  some  economies  such  as 
Australia,  Chile,  Indonesia,  New  Zealand  and 
Singapore,  the  decline  in  non-tariff  barriers 
has  been  dramatic  leading  to  almost  elim- 
ination. The  use  of  import  licensing  and  re- 
striction in  Indonesia,  Malaysia,  Philippines, 
and  Thailand  for  example  are  not  more  than 
2  to  3  per  cent  of  all  tariff  lines.  Singapore 
has  continuously  followed  a  free  trade  re- 
gime. 


Because  APEC  is  based  on  unilateral 
initiatives,  there  is  a  question  on  whether 
APEC  tariff  reductions  are  well  on  track 
in  terms  of  going  towards  the  Bogor  tar- 
get. The  answer  is  yes,  and  even  the  pro- 
gress is  faster  and  deeper  that  the  Uru- 
guay Round  commitments.  Figure  1  below 
shows  the  trend  of  tariff  reduction  in  each 
APEC  member-economy.  The  IAP  (Individual 
Action  Plan)  line  is  the  combined  commit- 
ments which  have  been  made  in  Manila, 
combined  with  other  commitments  offered 
in  Osaka,  and  other  unilateral  initiatives. 
The  UR  (Uruguay  Round)  line  shows  the 
commitments  made  under  the  Uruguay 
Round.  The  Bogor  line  shows  the  target 
set  out  in  Bogor  to  have  zero  tariff  in  2010 
for  the  developed  and  2020  for  the  devel- 
oping member  economies. 

Those  figures  show  that  there  are  some 
countries  that  are  considered  the  champion 
in  terms  of  liberalisation  process.  Those  are 
the  countries  which  have  already  low  tar- 
iffs and  are  at  or  near  the  indicative  Bogor 
target  (Hong  Kong,  Brunei,  Singapore);  and 
those  who  have  committed  to  extensive  tar- 
iff reduction  so  that  their  IAP  lines  are  be- 
low the  Bogor  trend  lines  (Chile,  China,  In- 
donesia, and  the  Philippines).  Because  of 
the  voluntary  nature  of  APEC,  keeping  the 
liberalisation  process  on  track  in  terms  of 
Bogor  target  is  very  important.  It  means 
that  tariff  reduction  will  follow  a  down- 
ward trajectory,  or  at  least  not  returning 
to  higher  bound  tariff  levels. 

By  comparing  to  the  WTO  or  UR  bound 
tariff  lines,  those  figures  show  clear  signs 
that  the  IAP  trend  lines  are  lower,  meaning 
that  the  liberalisation  process  in  terms  of 
APEC  is  faster  than  the  UR  process.  The 
unilateral  actions  which  took  place  as  part 
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Figure  1 


TRACKING  TARIFF  REDUCTIONS  UNDER  APEC,  BOGOR  AND 
URUGUAY  ROUND  COMMITMENTS  BY  APEC  MEMBER  ECONOMY* 


25 
20 


Australia 


g15 

u 

£ 

0-10 


UR 


Bogor 


-X- 


1988    1993    1996    2000   2005   2010    2015  2020 


Sources:  1988  &  1993  from  UNCTAD  (PECC  1995a). 
1996  &  2000  from  LAP. 
UR  calculated  from  GATT  (World  Bank  1996). 


Singapore 


IAP  |    |  UR  1 1  Bogor 


o  o-^— ^  n     o     o      i      i  1 — 

54-8?  85-90  91-93  1996  2000  2005  2010  2015  2020 


Sources:  1988  &  1993  from  UNCTAD  (PECC  1995a). 
1996  &  2000  from  LAP. 
UR  calculated  from  G/17T(World  Bank  1 996a). 


Brunei  Darussalam 


|  UR  Bound"] 


1988     1993     1996    2000    2005    2010    2015  2020 


Sources:  All  data  from  LAP. 


Chinese  Taipei 


Bogor 


1938     1993     1996    2000    2005    2010    2015  2020 


Sources:  All  data  from  LAP. 


Thailand 


Bogor 


84-87  88-90  91-93  1996  2000  2005  2010  2015  2020 


Sources:  1984-1993  from  UNCTADIPECC. 
1996  from  LAP. 

UR  calculated  from  GATT  (World  Bank  1996). 


Sources:  1988  &  1993  from  UNCTAD  (PECC  1995a). 
1996-2000  horn  LAP. 

UR  calculated  from  GATT  (World  Bank  1996). 


Taken  from  PECC  (1996). 


INDONESIA'S  AGRICULTURE:  FACING  THE  APEC  AND  WTO 
Figure  1  (continued) 


241 


Canada 


2S 


Bogor 


19SS     1993     1996     2000     2005     2010     2015  2020 


Sources:  1988-1993  from  UNCTADIPECC. 
1996  (based  on  1995)  from  JAP. 
UR  calculated  from  GATT  (World  Bank  1996). 


50 


Chile 


UR  Bound 


Bogor 


84-87  88-90  91-93  1996  2000  2005   2010  2015  2020 


Sources:  1 984-87, 199 1  -93  from  UNCTAD  (PECC 1 995a). 
Rest  from  JAP. 

UR  calculated  from  GATT  (World  Bank  1996). 


China 


so 


.  ;  Bogor 

L— — •  .  1  ;  ,  ,  1  i 

: 

84-87  88-90  91-93  1996  2000  2005  2010  2015  2020 

Sources:  1988  &  1993  from  UNCTAD  (PECC  1995a). 
1996  &  2000  from  MP. 


Indonesia 


so 


r 

„l  UR  Bound  | 

^"^Ht^..  Bogor 
 ■  ,  ■  .  "  % 

84-87  88-90  91-93  1996  2000   2003   2010  2015  2020 


Sources:  1984-1993  from  UNCTAD  (PECC  1995a). 
1 996  from  JAP. 

2000  &  2003  own  calculations  from  Indone- 
sian tariff  schedule. 

UR  calculated  from  GATT  (World  Bank  1996). 


Hong  Kong 


A- 

1 

IAP  |      |  UR  |  Bogor 

X  X- — X  K  1  X  1  

84-87  88-DO  91-93  1996  2000  2005  2010  2015  2020 


Sources:  1984-1993  from  UNCTAD  (PECC  1996a). 
1996  &  2000  fromi^P. 


Japan 


25  -I 
20 

'15 

10 

(     I  IAP  I  fUR*] 

5 

Bogor 

0 

— H 

1996  2000  2005  2010 


Sources:  1988  and  1993:  no  comparable  data. 
1996-2000  from  JAP. 

UR  calculated  from  GATT  (World  Bank  1996). 


242 


THE  INDONESIAN  QUARTERLY,  XXV/3 


Figure  1  (continued) 
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of  member's  reform  processes  have  been 
more  effective  in  reducing  the  tariff  lines. 
This  is  clearly  shown  especially  for  coun- 
tries which  do  not  offer  tariff  reductions 
to  the  UR,  but  have  bound  rates  that  are 
much  higher  than  their  applied  rates  such 
as  Indonesia,  Chile,  and  Mexico.  China  and 
Taiwan,  who  are  not  members  of  the  WTO, 
have  undertaken  voluntary  liberalisation. 
More  than  half  of  the  17  member  economies 
submit  their  IAP  which  go  beyond  the  Uru- 
guay Round  commitments. 

Model,  Data,  and  Simulation 

GTAP 

The  impact  of  Uruguay  Round  and  APEC 
on  Indonesia's  agriculture  is  measured  by 
using  a  computable  general  equilibrium 
model  called  GTAP  (Global  Trade  Analysis 
Project)  which  originated  at  the  Industrial 
Commission  in  Australia  and  was  further 
developed  at  Purdue  University,  Indiana 
(Hertel,  1996).  The  use  of  general  equilib- 
rium framework  is  important  because  the 
model  will  directly  link  any  changed  in 
any  country  and  any  sector  to  other  sectors 
and  countries.  The  general  equilibrium  model 
approach  reflects  the  fact  that  countries  in 
the  world  are  linked  directly  or  indirectly 
in  a  network. 

Similar  to  other  CGE  models,  the  GTAP 
is  made  up  of  regional  sub-models  that 
describe  the  economic  activities  of  firms, 
households,  and  governments.  The  central 
feature  of  the  model  is  the  input-output 
structure,  that  links  industries  together  in 
a  value  added  chain  starting  from  primary 
goods  and  moving  up  to  intermediate  pro- 
cessing and  to  the  final  consumer  goods 


for  households  and  governments.  Prices 
and  quantities  supplied  are  then  determined 
simultaneously  in  all  primary  factor  mar- 
kets and  in  domestic  and  international  com- 
modity markets. 

The  GTAP  model  fits  the  standard  mul- 
ti-country CGE  model  to  the  full  3  7 -sector, 
30  region,  GTAP  data  base.  These  data  are 
built  on  contributions  from  many  countries, 
especially  from  those  researchers  who  use 
the  model  in  all  over  the  world.  The  project 
is  also  supported  by  several  national  and 
multinational  agencies  such  as  the  Indus- 
try Commission  Australia,  World  Bank, 
WTO,  and  USDA  (United  State  Department 
of  Agriculture). 

Because  a  model  with  37  sectors  and 
30  regions  is  too  large  and  cumbersome,  in 
this  study  we  have  utilised  10  by  10  aggre- 
gation. The  complete  specification  can  be 
seen  in  Table  4  and  Table  5.  We  focus  on 
the  agricultural  sector,  and  therefore  we 
try  to  maintain  the  greater  detail  on  the 
agricultural  sector.  We  have  also  isolated 
the  agricultural  based  manufacturing  (Agro- 
processing)  out  of  the  aggregated  manu- 
facturing sector  to  stress  the  importance 
of  agriculture.  In  terms  of  regional  setting, 
we  have  tried  to  be  able  to  identify  most 
APEC  members  while  keeping  the  dimen- 
sion manageable.  The  data  for  this  study 
are  derived  based  on  the  GTAP  data  base 
version  2  which  consist  of  data  for  1992. 

Scenarios 

We  are  interested  in  three  scenarios  in 
this  study.  The  first  is  the  APEC  tariff  re- 
duction scenario,  namely  that  the  border 
tariffs  arc  reduced  following  the  IAP  in 
APEC.  However,  because  APEC  tariff  re- 
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Table  4 

LIST  OF  COMMODITIES  AND  SECTORS  USED  IN  GTAP  MODEL  AGGREGATION 


No.  Aggregated  Sectors/Commodities 

1.  Paddy  Rice  (PDR) 

2.  Wheat  (WHT) 

3.  Other  Agr.  Commodities  (RAG) 

4.  Livestock  (LVS) 

5.  Forestry  (FOR) 

6.  Fishery  (FSH) 

7.  Minerals  (MTN) 

8.  Agro-processing  (AGP) 

9.  Manufacturing  (MAN) 


10.         Services  (CVS) 


Sectors/Commodities  Included  in  Aggregation 

Paddy  Rice 

Wheat 

Grains,  Non-grain  crops 
Wool,  Other  Livestock 
Forestry 
Fisheries 

Coal,  Oil,  Gas,  Other  minerals 

Processed  rice,  Meat  products,  Milk  products, 
Beverages  and  Tobacco 

Textiles,  Wearing  apparels,  Leathers,  Lumber,  Pulp 
paper  etc.,  Petroleum  and  Coal,  Chemicals  rubber 
and  plastics,  Non-metallic  minerals,  Primary  ferrous 
metals,  Non-ferrous  metals,  Fabricated  metal  prod- 
ucts, Transport  industries,  Machinery  and  equip- 
ment, Other  manufacturing 

Electricity,  Water  and  Gas,  Construction,  Trade  and 
Transport,  Other  services  (private),  Other  services 
(government),  Ownership  of  dwellings 


Table  5 


LIST  OF  REGIONS/COUNTRIES  USED  IN  GTAP  MODEL  AGGREGATION 

No. 

Code  of  Country/Region 

Countries  Included  in  Aggregation 

1. 

ANZ 

Australia  and  New  Zealand 

2. 

NAM 

Canada,  USA 

3. 

JAP 

Japan 

4. 

EU 

European  Union 

5.  . 

INA 

Indonesia 

6. 

SEA 

Malaysia,  Philippines,  Singapore  and  Thailand 

7. 

CHN 

China,  Hong  Kong,  Taiwan 

8. 

LAM 

Argentina,  Brazil,  Mexico,  Rest  of  Latin  America 

9. 

SSA 

Sub  Saharan  Africa 

10. 

ROW 

Rep.  of  Korea,  South  Asia,  Economies  in  Transition, 

Middle  East,  North  Africa,  and  Rest  of  the  World 

duction  basically  does  not  deal  much  with 
domestic  distortion,  we  have  maintained  the 
domestic  distortions  untouched.  In  other 
words,  the  first  scenario  is  merely  reduc- 
tions in  import  tariff.  Calculated  based  on 


the  IAP,  the  tariff  reductions  for  APEC 
member  countries  are  as  follows:  100  per 
cent  reductions  (complete  elimination)  for 
Australia  and  New  Zealand,  85  per  cent  for 
North  America,  100  per  cent  for  Japan,  65 
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per  cent  for  Indonesia,  70  per  cent  for  other 
Southeast  Asian  countries,  and  73  per  cent 
for  China.  We  assumed  that  non-APEC  coun- 
tries follow  their  UR  commitments,  name- 
ly 44  per  cent  reduction  for  the  European 
Union,  and  20  per  cent  reduction  for  the 
other  regions.  Because  some  APEC  coun- 
tries, such  as  the  Philippines,  Indonesia, 
even  Chile,  have  excluded  their  agricul- 
tural sector  from  their  individual  action 
plans,  we  assumed  that  the  treatment  for 
the  agricultural  sector  follows  the  UR  agree- 
ment, namely  36  per  cent  tariff  reduction 
for  the  developed  countries,  and  24  per 
cent  reduction  for  the  developing  countries. 
The  similar  tariff  reductions  are  applied  for 
the  non-APEC  countries.  In  summary,  this 
scenario  captures  APEC  tariff  reductions  for 
non-agricultural  commodities,  and  UR  tariff 
reductions  for  agricultural  comodities,  while 
domestic  distortions  are  untouched. 

The  second  scenario  concentrates  on  the 
impact  of  Uruguay  Round  that  consists  of 
several  aspects  below.  First,  there  are  tariff 
reductions,  both  for  agricultural  and  non- 
agricultural  products  that  are  specified  ac- 
cording to  regions  and  commodities,  fol- 
lowing the  agreement  set  by  the  UR.  While 
tariff  reduction  for  non-agricultural  commo- 
dities varies,  the  reductions  for  the  agricul- 
tural commodities  are  36  per  cent  for  devel- 
oped countries  and  24  per  cent  for  devel- 
oping countries.  Second,  there  are  reduc- 
tions in  domestic  production  subsidies  to 
agriculture,  namely  20  per  cent  for  devel- 
oped and  13  per  cent  for  developing  eco- 
nomies. Third,  there  are  reductions  in  ex- 
port subsidies  by  36  per  cent  for  develop- 
ed and  24  per  cent  for  developing  coun- 
tries. Fourth,  there  is  elimination  of  all  the 
export  taxes.  Therefore,  the  second  scenario 


represents  both  tariff  reductions  and  removal 
of  domestic  distortions,  consistent  with  the 
UR  Agreement. 

The  third  scenario  is  a  combination  be- 
tween the  first  and  the  second  scenario. 
We  follow  the  second  scenario  except  that 
the  tariff  reduction  for  the  non-agricultural 
commodities  follow  the  APEC's  individual 
action  plans  that  are  more  progressive  than 
the  Uruguay  Round.  The  purpose  of  this 
scenario  is  to  measure  the  contribution  of 
APEC  to  the  UR  scenario. 

Results 

The  results  of  the  GTAP  simulation  that 
present  the  impact  of  international  liberal- 
isation on  Indonesia's  agriculture  are  pre- 
sented in  Table  6,  7,  8  and  9.  Table  6  clear- 
ly shows  that  Indonesia  will  lose  from  in- 
ternational liberalisation  that  solely  based 
on  import  tariff  reduction  without  any  re- 
duction in  domestic  distortion.  By  follow- 
ing APEC  tariff  reduction  scenario,  there 
will  be  net  social  loss  about  US$274  mil- 
lion. This  loss  is  due  to  the  significant 
change  in  terms  of  trade  (-1.2).  It  becomes 
clear  that  greater  market  access  for  Indo- 
nesia's export  does  not  necessarily  provide 
great  benefit  if  domestic  economy  remains 
highly  distorted. 

The  results  from  the  second  scenario  in 
Table  6  show  that  Indonesia  will  gain  some 
benefits  from  the  Uruguay  Round.  The  net 
social  benefit  is  expected  to  increase  by 
US$782  million.  There  will  be  a  slight  de- 
terioration of  the  terms  of  trade,  but  the  pos- 
itive effect  from  more  efficient  resource  al- 
location because  of  the  reduction  in  do- 
mestic distortions  dominates  the  effect.  The 
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Table  6 

IMPACT  OF  URUGUAY  ROUND  AND 
APEC  ON  INDONESIA'S  ECONOMY 

Variables  Change  (%)  Change  (%)  Change  (%) 


Scenario  I     Scenario  II  Scenario  HI 


Value  of  exports 

7.5 

10.37 

14.65 

Volume  of  exports 

8.49 

12.38 

16.83 

Value  of  imports 

1.76 

7.12 

8.78 

Volume  of  imports 

10.07 

11.72 

17.34 

Change  in  terms 

of  trade 

-1.19 

-0.41 

-0.55 

Change  in  value 

of  GDP 

0.78 

3.91 

4.79 

Increase  in  house- 

hold income 

-0.91 

2.05 

2.12 

Increase  in  factor 

income 

1.05 

4.20 

5.22 

EV  (Net  Social 

Benefits) 

-274  m$ 

782  m$ 

832  m$ 

Note:  Scenario  I:    APEC  Commitment  on  Import  Tariff 
reduction. 

Scenario  II:  UR  trade  liberalisation  (reduction  on 
domestic  subsidies,  export  subsidies  and 
import  tariffs). 

Scenario  III:  UR  trade  liberalisation  with  APEC's 
tariff  reduction  schedule  Instead. 


household  income  is  predicted  to  increase 
by  around  two  per  cent  while  the  volume  of 
export  and  import  increase  by  more  around 
12  per  cent. 

Given  that  Indonesia  participates  fully 
in  the  Uruguay  Round,  Indonesia  will  get 
additional  gain  from  the  APEC  tariff  reduc- 
tion. The  additional  gain  from  APEC,  in 
terms  of  net  social  benefits,  is  around  6.4 
per  cent.  Social  welfare  will  increase  from 
US$732  million  in  Scenario  II  (UR)  to 
US$832  million  in  Scenario  ID.  (APEC  +  UR). 
The  results  in  Table  6  clearly  show  that 
the  progressive  tariff  reduction  based  on 
APEC's  individual  action  plans  will  not 
mean  much  if  Indonesia  does  not  liberalise 
it's  domestic  economy  following  the  Uruguay 
Round  commitments. 


The  sectoral  impacts  under  the  three 
different  scenarios  are  presented  in  Table  7, 
8  and  9.  These  results  show  that  resources 
are  reallocated  from  the  less  efficient  sec- 
tors to  the  more  productive  ones.  There  is 
no  variation  between  the  results  form  Scen- 
ario II  (UR  -  Table  8)  and  Scenario  III  (UR  + 
APEC,  Table  9).  In  interpreting  the  sectoral 
impacts  of  the  three  simulation  scenarios, 
it  is  important  to  keep  the  general  equilib- 
rium framework  in  mind.  Interpreting  the 
results  using  a  partial  equilibrium  frame- 
work will  not  allow  for  a  satisfactory  under- 
standing of  the  outcome.  It  is  also  worth 
noting  that  estimated  figures  of  percentage 
changes  of  the  economic  variables  should 
be  interpreted  cautiously  since  a  large  per- 
centage change  in  the  export  of  rice,  for 
example,  will  not  substantially  affect  Indo- 
nesia's economic  performance  if  the  volume 
of  rice  exports  is  very  small.  This  means  that 
the  current  (base-year)  level  of  trade  data 
will  be  critically  relevant  to  a  proper  inter- 
pretation of  the  results. 

Despite  the  overall  welfare  gains  (pos- 
itive equivalent  variation  of  $782  million  as 
discussed  in  the  preceeding  section),  Table 
8  shows  that  under  Scenario  II  (trade  liberal- 
isation by  Indonesia  and  other  countries  as 
agreed  in  the  Uruguay  Round),  most  of  the 
sectors  would  1)e  expected  to  exhibit  neg- 
ative production  (output)  growth,  with  the 
exception  of  forestry  and  manufacturing, 
as  resources  shift  from  relatively  less  ef- 
ficient to  relatively  more  efficient  sector. 
Thus,  efforts  to  increase  efficiency  would  be 
essential  if  the  avoidance  of  negative  im- 
pact of  trade  liberalisation  is  a  primary  con- 
cern. The  domestic  price  of  all  commodities 
is  shown  to  increase,  ranging  from  1.4  to  3.9 
per  cent. 
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Table  7 


SECTORAL  IMPACT  (%  CHANGE)  OF  APEC  TARIFF  REDUCTION  IN  INDONESIA  (SCENARIO  I) 


Rice 

Wheat 

Other 
Agri- 
culture 

Livestock 

Forestry 

Fishery 

Agriculture 
Processing 

Minerals 

Manu- 
factures 

Services 

Aggregate  output 

-0.89 

0 

-2.97 

-0.31 

1.44 

-0.3Q 

-0.94 

-2.38 

2.47 

0.65 

Domestic  price  change 

-0.94 

-1.02 

-1.49 

-1.00 

0.63 

0.74 

-1.28 

0.81 

-1.91 

-0.15 

Factor  use 

Land 

0.90 

0 

-0.69 

1.33 

0.00 

0.00 

0.00 

0.00 

0.00 

0.00 

Labour 

-2.05 

0 

-4.46 

-1.41 

1.33 

-0.41 

-1.14 

-2.62 

0.23 

0.46 

Capital 

-1.92 

0 

-4.33 

-1.27 

1.47 

-0.27 

-0.87 

-2.36 

2.54 

0.79 

Imports  and  exports 

Imports 

-2.01 

1.28 

20.05 

3.76 

48.01 

29.80 

10.72 

10.26 

11.03 

-0.26 

Exports 

6.76 

0 

-4.03 

6.55 

11.43 

-0.15 

-8.09 

-3.29 

19.28 

5.38 

Table  8 


SECTORAL  IMPACT  (%  CHANGE)  OF  URUGUAY  ROUND  ON  INDONESIA'S  (SCENARIO  II) 


Rice 

Wheat 

Other 
Agri- 
culture 

Livestock 

Forestry 

Fishery 

Agriculture 
Processing 

Minerals 

Manu- 
factures 

Services 

Aggregate  output 

-1.47 

0 

-2.45 

-0.81 

5.42 

-2.82 

-1.53 

-8.24 

8.96 

0.16 

Domestic  price  change 

2.74 

2.26 

2.16. 

1.94 

3.81 

3.89 

1.51 

3.95 

1.41 

3.08 

Factor  use 

Land 

0.40 

0 

-0.37 

0.88 

0.00 

0.00 

0.00 

0.00 

0.00 

0.00 

Labour 

-2.73 

0 

-3.89 

-2.01 

5.21 

-3.01 

-1.87 

-8.63 

8.52 

-0.18 

Capital 

-2.51 

0 

-3.67 

-1.78 

5.46 

-2.79 

-1.41 

-8.20 

9.08 

0.40 

Imports  and  exports 

Imports 

-4.46 

-2.03 

23.80 

6.91 

46.55 

64.00 

12.58 

16.70 

11.97 

4.47 

Exports 

17.29 

0 

0.35 

-1.52 

-7.34 

-6.39 

-13.15 

-13.76 

35.94 

-8.60 

Table  9 


SECTORAL  IMPACT  (%  CHANGE)  OF  UR  WITH  APEC  TARIFF  REDUCTION  IN  INDONESIA  (SCENARIO  HI) 


Rice 

Wheat 

Other 
Agri- 
culture 

Livestock 

Forestry 

Fishery 

Agriculture 
Processing 

Minerals 

Manu- 
factures 

Services 

Aggregate  output 

-1.98 

0 

-3.42 

-1.07 

6.82 

-5.80 

-2.07 

-10.57 

11.27 

0.45 

Domestic  price  change 

2.87 

2.28 

2.16 

2.14 

4.55 

4.69 

1.71 

4.77 

0.89 

3.44 

Factor  use 

Land 

0.59 

0 

-0.54 

1.26 

0.00 

0.00 

0.00 

0.00 

0.00 

0.00 

Labour 

-3.73 

0 

-5.40 

-2.72 

6.51 

-6.08 

-2.57 

-11.13 

10.58 

-0.06 

Capital 

-3.39 

0 

-5.07 

-2.38 

6.88 

-5.75 

-1.89 

-10.50 

11.46 

0.81 

Imports  and  exports 

Imports 

-4.42 

0.25 

25.95 

9.44 

77.80 

41.63 

14.25 

26.35 

18.31 

5.52 

Exports 

9.92 

0 

-4.76 

-0.77 

2.22 

-15.10 

-19.31 

-16.95 

48.56 

-7.45 
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In  terms  of  exports,  trade  liberalisation 
under  this  scenario  would  also  result  in 
negative  export  growth  for  almost  all  sec- 
tors. The  major  exceptions  to  this  picture 
are  manufactured  products  and  rice,  both  of 
which  realise  substantial  export  increases. 
These  positive  changes  in  export  value  will 
offset  the  negative  export  change  of  other 
products.  This  will  especially  be  so  as  the 
manufacturing  sector  now  constitutes  more 
than  half  of  Indonesia's  exports. 

The  slower  output  growth  for  the  agri- 
cultural sector  will  lead  to  the  decrease  in 
the  use  of  factors  of  production  by  the  agri- 
culture sector.  Employment  in  the  various 
agricultural  sub-sector  will  decrease  by 
about  two  to  four  per  cent.  The  use  of  cap- 
ital input  will  also  decrease  as  the  growth 
of  output  falls.  The  use  of  land  however 
will  increase  representing  the  larger  eco- 
nomies of  scale  in  production  correspond- 
ing to  more  efficient  production.  Because 
agriculture  still  employs  about  50  per  cent 
of  total  employment  in  Indonesia,  it  is  ex- 
pected that  the  movement  of  labour  out 
from  the  agricultural  sector  will  be  extens- 
ive as  a  result  of  trade  liberalisation. 

The  results  of  the  GTAP  simulation  clear- 
ly indicate  that  restructuring  of  agricul- 
tural sectors  will  be  required,  following  Uru- 
guay Round  implementation,  though  gov- 
ernment efforts  and  policies  towards  achiev- 
ing greater  efficiency  in  this  sector  (and 
overall)  will  be  important  not  only  to  re- 
duce the  impact  of  losses  but  more  import- 
antly, to  enhance  the  opportunities  for  in- 
creasing the  gains  from  trade  liberalisation. 

The  negative  impact  arising  from  trade 
liberalisation  for  various  parts  of  the  agri- 
cultural sector  can  be  attenuated  if  the  In- 
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donesian  government  can  act  to  help  en- 
hance productive  efficiency  by  consolidat- 
ing and  expanding  farm  size,  investing  in 
infrastructure  and  in  research  and  devel- 
opment. All  of  these  measures  fall  within 
the  "Green  Box"  under  the  Uruguay  Round 
Agreement  on  Agriculture  and  can  thus 
be  pursued  legitimately  without  violating 
Indonesia's  multilateral  trade  obligations. 
These  increases  in  productive  efficiency 
would  be  particularly  effective  if  they  were 
accompanied  by  investment  in  human  re- 
source development  through  education,  and 
improved  infrastructure. 

The  distributional  consequences  of  trade 
liberalisation  have  demonstrated  that  the 
export-oriented  sectors  will  gain  from  the 
increased  demand  and  higher  wages,  while 
those  import-competing  sectors  will  almost 
likely  lose.  The  food  sector  which  is  heavily 
protected  under  Bulog's  operation  will  in 
turn  suffer  from  the  liberalisation.  Increas- 
ing efficiency  in  the  domestic  economy  is 
crucial  to  maximize  the  benefits  from  trade 
liberalisation. 

The  simulation  results  obtained  in  this 
analysis  are  conservative  estimates  of  po- 
tential Uruguay  Round  benefits,  since  they 
do  not  take  into  account  the  dynamic  gains 
which  trade  liberalisation  may  generate. 
Strong  linkages  exist  between  trade  and 
investment,  and  in  turn  between  investment 
and  growth.  Trade  liberalisation  would  re- 
inforce these  linkages,  increasing  product- 
ivity and  stimulating  investment  and  eco- 
nomic growth.  Studies  on  the  part  of  GATT 
economists  have  estimated  that  the  dy- 
namic gains  from  the  Uruguay  Round  can 
be  at  least  three  times  those  of  the  static 
gains  as  shown  by  this  analysis.  Moreover, 
the  quantitative  impact  of  the  Round  over 
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time  will  be  larger  as  well,  due  to  the  qual- 
itative improvement  it  will  impart  to  the 
international  trading  system. 

Conclusion 

Agricultural  trade  liberalisation  in  gen- 
eral, will  lead  to  new  export  market  oppor- 
tunities abroad  and  increased  import  com- 
petition in  the  domestic  market,  This  implies 
that  if  Indonesia  is  to  benefit  from  liberal- 
isation, it  willl  have  to  continue  its  process 
of  opening  up,  as  well  as  the  approach 
and  schedule  for  agricultural  liberalisation. 
Back  to  the  question  at  the  beginning  of 
the  paper,  there  are  basically  two  options 
for  Indonesia.  The  first  option  is  to  resist 
liberalisation  and  deregulation  and  seek 
special  measures  to  slow  the  relative  de- 
cline of  agricultural  sector,  as  was  done 
in  Japan  and  Korea.  The  second  option  is 
to  begin  the  much  needed  reforms  and  de- 
regulation in  agriculture  in  return  for  ac- 
celerated reforms  in  more  protected  non- 
farm  sectors,  as  was  done  in  Australia  and 
New  Zealand.  The  GTAP  simulation  above 
showed  that  Indonesia's  benefit  will  be 
larger  if  it  liberalises  its  economy.  Going 
ahead  with  the  reforms  will  mean  an  in- 
crease in  GDP  growth  and  in  turn,  higher 
demand  for  farm  output. 

Since  many  of  the  distortions  in  the  agri- 
culture sector  come  under  Bulog's  opera- 
tions and  are  thus  protected  under  the 
"green  box  section"  of  the  GATT/WTO 
agreement,  it  is  expected  that  Indonesia's 
food  sector  will  continue  to  be  protected 
even  after  the  transition  period  of  GATT 
1994  is  completed  in  2005.  Therefore,  lib- 
eralisation and  elimination  of  barriers  to 
trade  and  domestic  competition,  will  not 


come  from  Indonesia's  external  commitments. 
However,  if  the  benefits  already  outlined 
are  to  be  enjoyed  sooner  rather  than  later, 
agriculture  reform  and  liberalisation  will 
need  to  come  as  a  unilateral  initiative. 

The  shrinking  agricultural  sector  will 
lead  to  massive  movement  of  labour  from 
the  agricultural  sector  to  other  sectors. 
Therefore,  the  government  should  create  in- 
centives for  investment  in  small  and  me- 
dium scale  labour  intensive  industries  to 
absorb  those  labour  surplus.  The  creation 
of  rural  employment  should  be  promoted 
so  that  farmer  could  participate  in  off-farm 
work  without  migrating  to  the  urban  areas. 
This  will  also  include  more  investment  in 
rural  infrastructure  such  as  transport,  power, 
and  communications.  Imposition  of  excess- 
ive minimum  wages  should  be  avoided. 
Minimum  wages  that  are  set  too  high  will 
not  only  reduce  the  growth  of  employment 
in  the  covered  formal  sector  but  also  hurt 
the  people  working  in  the  uncovered  sector. 
The  minimum  wages  will  make  it  difficult 
for  the  unemployed  to  find  a  new  job. 

Finally,  it  is  important  to  note  that  In- 
donesia will  get  the  most  of  the  benefit 
from  agricultural  trade  liberalisation  only 
when  Indonesia  also  deregulates  other  sec- 
tors domestic  policy,  and  invests  in  up- 
grading technical  efficiency  in  agriculture. 
It  is  also  important  to  consider  the  distri- 
butional consequences  of  these  policy 
changes.  Some  groups  may  enjoy  the  be- 
nefit while  others  lose,  and  in  the  case  of 
agriculture  the  issue  is  always  who  real- 
ly represents  the  farmers  interest  and  con- 
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sumer  interests  in  the  economy.  Rather  than 
following  Japan  and  Korea  who  have  util- 
ised very  costly  food,  especially  rice  pro- 
tectionism, Indonesia  should  remove  the 
distortion  in  other  agricultural  industries 
which  have  bright  growth  prospects. 
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Poverty  and  Inequality  in  Indonesia 
at  the  End  of  the  20th  Century 

Prijono  Tjiptoherijanto 


Introduction 

THE  effort  made  in  reducing  the 
pulation  under  poverty  line  dur- 
ing the  last  two  decades  showed 
an  enormous  success.  The  number  of  poor 
people  in  Indonesia  dropped  from  70  mil- 
lion in  1970  to  only  23  million  in  1995.  Un- 
like in  many  other  developing  countries, 
Indonesia  has  successfully  conducted  vari- 
ous adaptations  as  efforts  in  reducing  the 
quantity  of  the  poor  population  (World 
Bank,  1990).  Besides,  the  income  inequlity 
measured  by  Gini  Coefficient  also  dropped 
from  0.38  in  1978  to  0.32  in  1990  Compared 
to  other  developing  countries  coefficient 
in  the  same  period,  such  as  Brazil  (0.6),  the 
Philippines  (0.5)  and  Thailand  (0.5),  Indo- 
nesia seems  to  be  better-off. 

Nevertheless,  the  poverty  alleviation 
problem  still  prevails  today.  Some  causes 
of  the  above  condition,  among  others,  are: 
firstly,  the  effort  to  reduce  poverty  rate 
faces  a  saturated  stage  since  the  mid-1980s. 
It  also  means  that  the  effort  to  reduce 
the  number  of  poor  people  in  1970s  had 
not  been  maximal.  Hence  in  early  1990s 
the  number  of  poor  people  is  still  abund- 
ant. Secondly,  concurrently  with  the  sat- 


urated stage  mentioned  above,  there  is  a 
tendency  of  wide  income  inequality  cover- 
ing inter-sectors,  inter-groups,  and  inter-re- 
gions inequalities.  Finally,  the  recently 
emerging  issue  of  poverty  is  associated 
with  the  still  more  than  11.5  million  "al- 
most poor"  families  in  1990.  This  issue  of 
the  "almost  poor"  has  become  the  subject 
of  popular  discussion  nowadays. 

Aware  that  the  issue  of  absolute  pov- 
erty and  inequality  has  a  negative  impact 
on  the  development  and  national  integra- 
tion in  general,  the  government  in  the 
1990s  has  taken  up  again  the  program  of 
poverty  alleviation  and  inequality  as  a 
central  issue  viewed  from  the  perspective 
of  national  development.  In  connection  with 
the  effort  of  poverty  alleviation,  presently 
there  are  two  big  programs  being  conduct- 
ed by  the  government,  i.e.  the  Alleviation 
of  Poverty  through  the  Underdeveloped 
Village  Presidential  Instruction  {Inpres 
Desa  Tertinggal/IDT)*  and  the  Prosperous 


IDT  means  Inpres  Desa  Tertinggal  or  Financial 
Assistance  by  virtue  of  Presidential  Instructions 
(Inpres)  to  less  Developed  Villages.  IDT  program 
or  Presidential  Decree  Program  Number  5/1993 
concerning  Poverty  Alleviation  was  officially  im- 
plemented on  the  first  of  April  1994,  the  first 
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Family  Saving  (Tabungan  Keluarga  Sejah- 
/era/Takesra),  and  the  Prosperous  Family 
Credit  (Kredit  Keluarga  SejahteralKukesra). 
Furthermore,  various  partnerships  among 
each  class  of  businesses  (big,  middle,  and 
small  classes),  cooperative  empowerment,  and 
decentralisation,  are  formed  by  the  govern- 
ment to  support  the  weak  economic  group 
and  to  reduce  the  present  inequality  rate. 

The  poverty  alleviation  program,  like 
other  development  programs,  depends  on 
an  accurate  identification  of  the  group 
and  the  area  targeted.  Therefore,  in  order 
to  be  successful,  efforts  in  poverty  allevi- 
ation should  be  made  on  the  basis  of  sev- 
eral steps,  starting  from  policy  formula- 
tion, i.e.  identifying  who  "the  poor"  are  and 
where  they  are.  Both  questions  mentioned 
above  can  be  answered  by  considering:  (1) 
the  economic  characteristics  of  the  people, 
that  are  among  others  the  income  sources, 
the  consumption  and  expense  patterns, 
the  rate  of  dependents;  (2)  the  social  demo- 
graphic characteristics,  which  are  among 
others  the  educational  rate,  the  way  to 
have  health  facilities  and  the  number  of 
household  members.  The  second  question 


year  of  the  Sixth  Five- Year  Development  Plan.  The 
IDT  program  has  three  important  objectives.  First, 
to  trigger  and  accelerate  national  movement  for 
poverty  alleviation.  Second,  to  reduce  social  and 
economic  disparities  in  the  community,  and  third, 
to  reactivate  people's  economy  by  empowering  the 
poor.  The  program  contains  three  basic  compon- 
ents which  are  first,  a  government  grant  of  Rp  20 
million  (US$9,000)  per  year  to  each  village  for 
three  consecutive  years;  second,  the  provision  of 
facilitators  to  help  the  "self  help"  group  of  the 
poor  to  develop  their  micro  enterprises;  third,  the 
building  or  rural  physical  infrastructure  such  as 
rural  roads,  bridges  etc.,  to  the  amount  of  the 
Rp  100  million  to  Rp  130  million  (US$40,000 
to  US$60,000)  per  village,  starting  in  1994  and  up 
to  2004,  if  needed. 


about  how  to  find  the  poor  can  be  answer- 
ed by  examining  the  geographic  character- 
istics, a.o.  by  determining  where  the  poor 
people  are  concentrated,  whether  they  are 
in  rural  or  urban  areas,  or  whether  they  are 
in  Java  or  outside  Java. 

As  to  the  poverty  profile  it  is  expected 
that  the  policy  being  adopted  in  allevi- 
ating poverty  can  be  more  directed.  Like- 
wise, the  government's  policy  can  be  evalu- 
ated whether  or  not  its  implementation 
has  been  successful  in  reducing  the  num- 
ber of  poor  population  and  inequality  rate. 

Economic  Growth,  Income  Distribu- 
tion and  Poverty 

In  the  1970s  there  was  a  drastic  change 
in  the  society's  and  government's  percep- 
tion about  the  main  aim  of  develop- 
ment. In  both  the  developed  (rich)  and  de- 
veloping (poor)  countries  there  was  dis- 
appointment about  the  effort  of  pursuing 
economic  growth  as  a  main  aim  of  the  de- 
velopment. In  developed  countries,  the  em- 
phasis of  development  is  no  longer  laid 
on  the  achievement  of  economic  growth  rate 
to  a  certain  scale,  but  it  is  already  shifted  to 

2 

the  development  of  the  life  quality.  On  the 

^h  is  appeared  from  the  emergence  of  various 
activities  conducted  by  governments  such  as  1992 
UN  Earth  in  Rio  de  Janeiro,  Brazil,  Summit  1994 
World  Population  Conference  in  Cairo,  1995  UN 
World  Summit  on  Social  Developmet  in  Copen- 
hagen Denmark,  1995  UN  Conferenece  on  Women 
and  Development  in  Beijing,  China,  1996  UN  Hab- 
itat II  Conference  in  Istambul,  Turkey.  Further- 
more, many  non-governmental  organisations  as 
well  as  Professional  societies  were  established  dur- 
ing the  last  few  years  concerning  sustainable  de- 
velopment such  as  Green  Peace,  the  World  Business 
Council  for  Sustainable  Development,  the  Business 
Council  for  the  Social  Summit,  the  World  Business 
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contrary,  in  poor  countries  main  atten- 
tion is  given  to  problems  concerning  the 
development  of  income  distribution.  Many 
of  the  third  world  countries  which  experi- 
ence a  quite  high  economic  growth  accord- 
ing to  the  standard  of  economic  growth 
during  the  1960s,  began  to  realise  that 
such  growth  only  give  a  little  contribution 
to  the  poor  population.  The  fact  shows 
that  millions  of  poor  population  in  Africa, 
Asia,  and  South  America  do  not  experience 

3 

any  living  standard  development. 

Many  people  see  that  rapid  economic 
growth  has  failed  to  eliminate  or  to  reduce 
absolute  poverty  rate  which  is  still  a  reality 
in  many  developing  countries.  Based  on  the 
fact  mentioned  above,  both  in  the  develop- 
ed and  the  developing  countries  the  move- 
ments demand  that  the  growth  of  the 
Gross  National  Product  (GNP)  be  no  longer 
the  aim  of  the  economic  growth.  As  a  sub- 
stitute, they  demand  that  the  income  dis- 
tribution and  poverty  problem  get  more  at- 
tention in  the  development  decade  of  the 

Academy,  the  council  on  Economic  Priorities,  the 
International  Society  for  Ecological  Economics,  the 
Society  for  the  Advancement  of  Social  Economics, 
the  International  Association  of  Architects.  The 
emergence  of  the  activities  aftd  movements  should 
balance  the  growth  of  industries  and  sustainable 
development  in  order  that  the  growth  of  industry 
does  not  lead  to  the  deterioration  of  the  environ- 
ment, especially  through  air  and  water  pollution, 
the  drainage  of  the  natural  resources,  etc.  These 
movements  then  became  ongoing  development 
movements  as  already  known,  although  in  the  im- 
plementation there  are  still  many  difficulties  (Hen- 
derson, 1996). 

3The  living  standard  in  many  developing  coun- 
tries has  a  tendency  to  decrease,  not  only  in  the 
1960s  but  also  in  the  1970s  and  1980s.  The  unem- 
ployment and  underemployment  rate  both  in  rural 
and  urban  areas  have  a  tendency  to  increase.  The  un- 
even income  distribution  compared  to  the  previous 
era,  has  a  tendency  to  become  worse. 


1980s.  Mahbub  ul  Haq  briefly  asserted  that 
"we  have  to  learn  the  lesson  from  the  ex- 
perience, that  giving  too  much  attention  to 
the  GNP  growth  will  maintain  poverty. 
Therefore  it  is  better  if  we  start  giving  more 
attention  to  the  poverty  problem  to  main- 
tain the  GNP  growth"  (Todaro,  1989). 

To  solve  the  problem  of  poverty  and  in- 
equity of  income  distribution  is  actually 
the  core  of  almost  all  of  the  development 
activities,  and  in  fact  it  determined  many 
principle  targets  of  the  economic  policy. 
Furthermore,  the  problem  of  economic  in- 
justice, is  only  a  small  part  of  the  problem 
of  development  injustice.  Besides  in  the 
field  of  economy,  there  is  still  injustice  and 
uneven  distribution  in  other  fields,  such 
as  law,  politics,  human  rights  and  the  like. 
However,  inequitable  distribution  in  eco- 
nomy is  often  considered  as  the  most  basic 
condition  before  other  inequitable  distribu- 
tion problems  are  solved. 

The  economic  development,  income  dis- 
tribution, and  poverty  are  closely  related  to 
each  other.  There  are  several  forms  of  im- 
plications worth  observing,  which  are  among 
others:  first,  for  countries  with  low  GNP  rate 
and  income  per  capita.  The  more  inequitable 
the  income  distribution  the  bigger  the  de- 
mand influenced  by  the  habit  of  the  rich. 
Although  they  are  only  a  small  part  of  the 
number  of  the  whole  population,  they  have 
in  fact  the  control  of  most  of  the  existing 
national  resources.  Their  very  dominant  pur- 
chasing power  is  able  to  determine  the  pro- 
duction of  more  luxury  items  rather  than 
the  basic  goods  needed  by  most  people, 
even  when  most  of  the  population  cannot 
afford  to  meet  their  basic  needs.  As  a  con- 
sequence of  the  inequitable  distribution  of 
income,  a  number  of  developing  or  poor 
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countries  where  the  national  income  is 
quite  low  have  to  use  their  monetary,  tech- 
nical and  administrative  resources  to  pro- 
duce luxurious  goods  such  as  televisions, 
vehicles,  to  meet  the  demand  of  a  small 
part  of  people  who  economically  have  a 
strong  bargaining  position,  and  who  most- 
ly live  in  urban  areas.  If  the  national  in- 
come can  be  distributed  more  evenly,  the 
pattern  of  demand  will  automatically  dir- 
ected to  the  production  of  basic  goods 
which  are  more  important  to  reduce  poverty 
in  rural  areas  and  to  increase  the  standard 
of  living  of  most  of  the  population. 

Second,  the  high  economic  growth  rate 
and  increase  of  income  per  capita  do  not  al- 
ways show  economic  growth  in  the  sense 
of  an  increase  of  the  standard  of  living  of. 
most  people,  if  the  income  is  not  distrib- 
uted evenly.  For  example,  20  per  cent  of 
the  upper  class  population  of  a  country  se- 
cure 80  per  cent  of  the  total  income.  Al- 
though the  GNP  and  the  income  per  capita 
in  the  country  increase  dramatically,  what 
actually  happens  is  that  the  income  rate 
per  capita  which  is  actually  owned  by 
the  majority  group  (80  per  cent  of  the 
total  population)  is  far  below  the  income 
rate  per  capita  which  is  earned  by  minor- 
ity group  (20  per  cent  of  the  total  popula- 
tion). This  means  that  the  income  gap  be- 
tween the  rich  and  the  poor  become  worse. 
It  can  be  stated  briefly  that  the  increase 
of  the  GNP  and  the  income  per  capita 
almost  means  nothing  to  most  population. 
And  there  is  even  a  tendency  that  the  num- 
ber of  poor  population  also  increases  along 
with- the  increase  of  the  population. 

How  is  the  pattern  of  relation  between 
economic  growth,  income  distribution  and 
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poverty  in  the  actual  condition?  Will  the 
achievement  of  economic  growth  followed 
by  the  increase  of  GNP  have  a  tendency 
to  improve,  worsen,  or  not  at  all,  and  will 
it  affect  the  income  distribution  and  the 
poverty  in  developing  countries?  Unfor- 
tunately due  to  limited  data,  economists 
do  not  have  enough  knowledge  to  perceive 
the  relationship  in  actual  condition.  Never- 
theless, the  analysis  conducted  by  Kuznets 
based  on  the  historical  experience  of  de- 
veloped countries,  concluded  that  at  the 
first  stages  of  economic  growth  the  income 
distribution  tends  to  worsen,  while  at 
the  following  (end)  stages  the  distribution 
tends  to  improve.  Is  the  theory  mentioned 
above  also  applicable  to  developing  coun- 
tries now-adays?  This  is  a  very  interesting 
question  to  economists.  Yet,  the  data  also 
show  that  countries  with  high  economic 
growth  rate,  such  as  South  Korea  and 
Taiwan,  are  also  able  to  maintain  appro- 
priate income  distribution.  Reversely  other 
countries,  such  as  Mexico  and  Panama, 
which  have  a  high  economic  growth  rate, 
are  followed  by  a  decline  in  income  dis- 
tribution. 

Accordingly  there  are  many  economists 
who  then  conclude  that  it  is  the  character 
of  the  economic  growth  itself  (i.e.  how  to 
achieve  the  development,  who  is  involved 
in  it,  which  sectors  of  economy  get  the 
priority,  how  are  the  institutional  rules,  etc.) 
that  will  determine  the  level  of  economic 
growth  which  will  or  will  not  be  followed 
by  equitable  income  distribution  and  im- 
provement of  the  economic  condition  of 
the  poor.  Therefore,  contradicting  economic 
growth  with  the  income  distribution  or 
justice  will  actually  be  irrelevant,  consider- 
ing the  empirical  proof,  described  above. 
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Poverty  Measurement 

Absolute  Poverty 

Absolute  poverty  is  the  condition  below 
income  that  secures  the  bare  essentials  of 
food,  clothing,  and  shelter.  Other  essentials 
may  be  added,  as  in  the  standard  for  In- 
donesia, Bangladesh,  Nepal,  Kenya,  Tanza- 
nia, and  Morocco.  Thus  determining  the 
level  of  poverty  is  a  matter  of  judgement, 
so  that  it  is  difficult  to  make  comparisons 
between  countries.  Moreover,  what  is  con- 
sidered poverty  varies  according  to  the 
living  standards  of  the  time  and  region. 
World  Bank  economists  Martin  Ravallion, 
Gaurav  Datt,  and  Dominique  van  de  Walle 
show  that  national  poverty  lines  increase 
with  mean  consumption,  although  poverty 
lines  are  below  the  mean  in  all  cases  (Naf- 
zeger,  1997).  Accordingly,  many  Americans 
classified  as  poor  by  their  government  are 
materially  better  off  than  many  Americans 
of  the  1950s  or  Africans  today  who  are  not 
considered  poor. 

Considering  that  the  perception  of  pov- 
erty has  evolved  historically  and  has  varied 
tremendously  across  cultures,  the  econom- 
ists mentioned  above  set  an  extreme  pov- 
erty  line  and  a  poverty  line.  However,  the 
World  Bank  approach  on  poverty  mea- 
sure, which  is  known  as  head-count  (H)  ap- 
proach, has  been  criticised  by  many  eco- 
nomists such  as  D.L.  Blackwood,  R.G. 
Lynch,  or  Amartya  K.  Sen.  Blackwood  and 
Lynch  argue  that  poverty  does  not  end 
abruptly  once  an  additional  dollar  of  in- 
come raises  a  family's  (or  individual's)  in- 


Thc  lower  line,  the  extreme  poverty  line,  re- 
cognized as  the  absolute  minimum  by  international 
standards,  is  based  on  a  standard  set  in  India,  the 


come  beyond  a  discretely  defined  poverty 
line.  It  is  more  accurate  to  conceive  of  pov- 
erty as  a  continuous  function  of  varying 
gradation  (Blackwood  &  Lynch,  1994). 

In  addition  to  head-count  approach,  Sen 
said  that  the  income-gap  approach  (I),  which 
measures  the  additional  income  needed  to 
bring  the  poor  up  to  the  level  of  the  poverty 
line,  need  to  be  appended  in  poverty  mea- 
sure (Nafzeger,  1997).  This  gap  can  be  ex- 
pressed in  per  capita  terms,  that  is,  as  the 
average  shortfall  of  income  from  the  pov- 
erty line.  Having  measures  of  (H),  as  well 
as  (I),  should  reduce  the  strong  temptation 
government  faces  to  concentrate  on  the 
richest  among  the  poorest,  thus  merely 
minimising  the  percentage  of  the  population 
in  poverty  (minimising  H)  rather  than  min- 
imising the  average  deprivation  of  the  poor 
(I).  To  complete  his  approach  on  poverty 
measure,  Sen  recommends  the  third  ap- 
proach which  is  the  distribution  of  income 
among  the  poor,  as  measured  by  the  Gini 
Coeficient  (G). 


country  with  the  most  extensive  literature  on  the 
subject,  and  close  to  the  poverty  line  of  perhaps  the 
poorest  country,  Somalia.  The  definition  used  by 
the  World  Bank  is  based  on  previous  work  by  its 
economists  Montek  S.  Ahluwania,  Nicholas  G. 
Carter,  and  Hollis  B.  Chenery.  These  economists 
define  the  extreme  poverty  line  as  the  income 
needed  to  attain  basic  nutritional  needs,  that  is,  a 
daily  supply  of  2.250  calories  per  person,  a  figure 
of  275  purchasing-power  adjusted  dollars  or  $275 
per  capita  in  1985.  The  World  Bank's  upper  pov- 
erty line,  the  Afro-Equa  line,  below  which  persons 
are  designated  as  poor,  was  370  purchasing-power 
adjusted  dollar  or  $370  per  capita  in  1985.  This 
poverty  line  provides  for  consumption  in  excess 
of  the  bare  physical  minimum,  but  varies  from  coun- 
try to  country,  reflecting  the  cost  of  participating 
in  the  everyday  life  of  society.  The  Afro-Equa  line 
is  more  subjective,  including  indoor  plumbing  and 
portable  water  as  a  "Necessity"  in  some  countries 
but  not  in  others. 
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A  good  absolute  poverty  measure  is 
the  measure  which  can  really  represent 
the  poverty  level  itself.  Moreover,  from 
the  policy  point  of  view,  the  poverty  mea- 
sure has  to  be  on  the  side  of  the  really 
poor  people.  A  measure  which  do  not  real- 
ly side  with  poverty  alleviation  of  the  poor- 
est people,  is  actually  not  a  fair  measure. 

There  are  three  axioms  which  are  re- 
quired by  a  good  poverty  measure.  The 
first  two  axioms  were  presented  by  Sen 
(1976),  while  the  third  was  presented  by 
Kalwani  (1980).  First,  the  value  of  poverty 
rate  has  to  increase  when  the  income  of  a 
poor  person  decreases.  Second,  when  there 
is  a  transfer  from  poor  population  to  a 
richer  one,  the  poverty  measure  has  to  in- 
crease also.  This  is  valid  although  the  trans- 
fer receiver  is  also  categorised  as  poor  po- 
pulation. This  kind  of  transfer  will  de- 
crease the  income  of  the  poorer  population, 
and  increase  the  income  of  the  popula- 
tion which  is  not  too  poor.  A  good  pov- 
erty measure  should  increase  in  the  situa- 
tion mentioned  above,  because  poverty 
will  worsen  with  the  income  decrease  of 
the  poor  population.  Furthermore,  the  trans- 
fer from  poor  population  to  a  richer  one 
cannot  be  considered  as  a  just  transfer. 
Does  this  occur  in  the  reality?  It  could  oc- 
cur, for  instance,  through  the  form  of  a 
more  rapid  increase  of  income  of  the  rich 
population  group,  when  compared  to  the 
increase  of  the  income  of  the  poor  popula- 
tion group.  Third,  is  about  the  transfer 
sensitivity.  For  example  there  is  a  transfer 
from  poor  population  to  a  richer  one.  In 
accordance  with  the  second  axiom,  the 
poverty  measure  will  increase.  The  third 
axiom  explains  that  the  poorer  the  po- 
pulation that  undergoes  the  transfer,  the 


higher  the  increase  of  the  poverty  mea- 
sure, for  the  same  amount  of  transfer. 
This  third  axiom  is  the  one  that  really  as- 
certained that  the  relative  seriousness  rate 
of  a  certain  poverty,  be  given  attention  to 
in  a  poverty  measure. 

Income  Distribution 

Income  distribution  is  the  measurement 
of  relative  poverty.  The  income  distribution 
is  usually  obtained  by  merging  the  whole 
individual  using  the  income  scale  per 
person,  then  dividing  the  total  number 
of  population  into  different  groups  based 
on  the  measure  or  the  amount  of  income 
they  received.5  The  rate  of  income  imbal- 
ance is  divided  into:  (a)  "high  inequal- 
ity" if  40  per  cent  of  population  with  the 
lowest  income  rate  has  less  than  12  per 
cent  from  total  national  income;  (b)  "mod- 
erate inequality"  if  it  has  between  12  per 
cent  and  17  per  cent;  and  (c)  "low  inequal- 
ity" if  it  has  17  per  cent  or  more  from  total 
national  income. 

Besides  the  above  method,  another  way 
to  describe  income  distribution  is  to  ar- 
range what  is  known  as  the  "Lorenz 
Curve".  The  curve  is  obtained  from  an  Am- 
erican statistic  specialist  named  Conrad 
Lorenz  who  succeeded  in  using  a  diagram 
to  show  the  relationship  between  popula- 
tion groups  and  the  income  portion  they 
receive.  The  measure  of  the  income  distri- 
bution which  is  obtained  by  using  the 


A  method  generally  used  is  dividing  the  whole 
population  into  five  groups/quintile  or  ten  groups/ 
decile  according  to  their  income  level,  then  deter- 
mine the  proportion  being  received  by  each  income 
group  from  the  total  national  income. 


POVERTY  AND  INEQUALITY  IN  INDONESIA 


Table  1 

ECONOMIC  GROWTH  AND  POVERTY  CONDITION  IN  INDONESIA 


Year 

Average 
Economic 
Growth 

% 

Number  of  Poor  People 

Poverty 
Decline 
% 

Urban 

Rural 

Total 

(Million) 

% 

(Million) 

% 

(Million) 

% 

1976 

10.0 

38.8 

44.2 

40.4 

54.2 

40.1 

1981 

4.68 

9.3 

28.1 

31.13 

26.5 

40.6 

26.9 

(2.64) 

1984 

4.55 

9.3 

23.1 

25.7 

21.2 

35.0 

21.6 

(1.77) 

1985 

2.05 

9.7 

20.1 

20.3 

16.4 

30.0 

17.4 

(4.20) 

1990 

7.2 

9.4 

16.7 

17.8 

14.3 

27.2 

15.08 

(0.46) 

1993 

6.5 

8.8 

13.4 

17.2 

13.8 

25.9 

13.67 

(0.47) 

1996 

7.9 

6.9 

10.1 

15.7 

12.6 

22.6 

11.39 

(0.76) 

Source:  Tjiptoherijanto,  1997. 


"Lorenz  Curve"  is  then  added  by  giving 
the  relative  density  of  income  distribution 
unevenness,  or  is  known  as  the  "Gini  Co- 
efficien"  6 

Absolute  Poverty  and  Income  Dis- 
tribution in  Indonesia 

Regardless  of  the  weakness  of  "head- 
count"  approach,  for  the  time  being,  this 
approach  is  used  in  absolute  poverty  ana- 
lysis in  Indonesia.  National  Social  Eco- 
nomic Survey  (Survei  Sosial  Ekonomi  Na- 
5/o/7fl//Susenas)  reveals  data  for  some  pov- 
erty studies  in  Indonesia  today.  Since 
1976,  the  Central  Bureau  of  Statistics  {Biro 
Pusat  Statistik/BPS)  has  determined  the 
poverty  line  for  the  period  the  Susenas  is 
being  carried  out.  The  poverty  line  is  spe- 
cified for  urban  and  rural  areas,  and  even 
since  recent  years,  it  has  been  specified  by 
provinces. 

6The  Gini  Coefficient  is  the  total  weight/dens- 
ity or  measure  of  the  distribution  unevenness,  and 
can  be  a  variable  of  between  nil  (perfect  evenness) 
to  1  (perfect  unevenness).  The  value  is  obtained  by 
counting  the  area  that  contains  the  curve  (see 
Diagram  2). 


CBS  used  poverty  measurement  based 
on  the  need  of  calory  per  day  (2100  calory) 
and  other  non-food  expenses.  In  1996  it 
was  decided  that  poverty  line  in  rural 
areas  stood  at  Rp  27,41 3/month/person  or 
Rp  914/day/person  and  in  the  urban  area 
at  Rp  38,246/month/person  or  Rp  1,275/ 
day/person. 

Based  on  the  poverty  line  mentioned 
above,  in  1996  it  was  still  22.6  million  or 
11.39  per  cent  from  total  population  in  that 
time  who  were  under  the  poverty  line.  The 
poverty  rate  in  1996  had  certainly  dropped 
if  compared  to  data  in  1970,  which  stood 
at  54  million  or  40.1  per  cent  (see  Table 
1).  If  it  is  viewed  by  place,  in  1996,  15.7 
million  people  or  12.62  per  cent  in  rural 
areas,  were  still  categorized  as  poor  popu- 
lation. While  in  urban  areas  there  were  6.9 
million  people  or  10.1  per  cent  of  the  total 
urban  population  in  the  same  period. 

From  Table  1  some  interesting  figures 
are  also  noticeable,  which  are  among  others, 
firstly,  the  decrease  of  absolute  poverty  is 
getting  slower  in  the  second  half  of  the 
1980s  decade.  For  example,  between  1976- 
1981  around  13.6  million  people  were  alle- 
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viated  from  poverty,  while  between  1985- 
1990  the  people  who  were  alleviated  from 
poverty  were  around  2.8  million.  Secondly, 
concurrently  with  the  wide  discussion  and 
the  increase  of  government  commitment  on 
poverty  alleviation  in  the  1990s,  it  seems 
that  the  percentage  of  poor  population  de- 
crease has  been  expanded  compared  to  the 
second  half  of  the  1980s.  Even  though 
such  a  decrease  is  not  similar  to  the  per- 
centage of  the  decrease  in  the  1970s  and 
the  early  1980s. 

A  more  comprehensive  analysis  on  pov- 
erty in  Indonesia  shows  an  interesting  fi- 
gure. If  the  distribution  of  the  poor  popu- 
lation is  analysed  based  on  urban-rural  and 
Java-outside  Java,  it  shows  that  the  per- 
centage of  poor  population  in  urban  areas 
between  1984  and  1990  increased  from 
25.3  per  cent  to  37.3  per  cent,  but  decreas- 
ed to  32.2  per  cent  in  1996.  Conversely,  the 
percentage  of  poor  population  in  rural 
areas  decreased  from  74.7  per  cent  to  62.7 
per  cent  during  1984-1990  but  increased 
to  67.8  per  cent  in  1996  (see  Table  2).  This 
situation  occurred  in  both  regions  (Java 
and  Bali  islands  and  outside  Java  and 
Bali  islands).  At  least  two  conditions  re- 
lated to  the  above  situation  were  as  fol- 
lows: (1)  before  1990,  government  concern 
on  rural  development  was  higher  than 
urban  development  and  it  shifted  after 
1990;  and  (2)  the  high  level  of  rural-urban 
migration  before  1990  has  a  great  impact 
on  reducing  the  number  of  poor  people 
in  rural  areas  and  increasing  the  number 
of  poor  people  in  urban  areas.  The  level  of 
rural-urban  migration  has  been  decreasing 
since  1990. 

From  the  same  table,  furthermore,  is  also 
evident  that  the  addition  percentage  of  poor 


Table  2 

DISTRIBUTION  OF  POOR  POPULATION 
IN  JAVA-BALI  REGION  AND  OUTSIDE 
JAVA-BALI  REGION  1984-1996  (%) 


Area       Year      Java-Bali      Outside  Indonesia 


Java-Bali 


Urban 

1984 

27.2 

20.6 

25.3 

1987 

34.0 

23.8 

30.7 

1990 

47.4 

24.1 

37.3 

1996* 

40.4 

21.2 

32.2 

Rural 

1984 

72.8 

79.4 

74.7 

1987 

66.0 

76.2 

69.3 

1990^ 

52.6 

75.9 

62.7 

1996* 

59.6 

78.8 

67.8 

Total 

1984 

100.0 

100.0 

100.0 

1987 

100.0 

100.0 

100.0 

1990 

100.0 

100.0 

100.0 

1996* 

100.0 

100.0 

100.0 

Source:  CBS,  1992. 


♦Calculated  by  the  writer  from  1996  Susenas' 
raw  data. 

population  in  urban  areas  on  Java  island 
in  1984-1996  was  higher  compared  to  out- 
side Java  and  Bali  island.  By  contrast  in 
the  1984-1996  period,  the  percentage  of 
poor  population  in  rural  areas  of  Java 
and  Bali  decreased  sharply  compared  to 
the  decrease  of  poor  population  percent- 
age outside  Java  and  Bali  (72.8  per  cent 
in  1984  to  59.6  per  cent  in  1996  for  rural 
areas  in  Java-Bali  and  79.4  per  cent  to  78.8 
per  cent  for  outside  Java-Bali  in  the  same 
period).7 


There  are  some  explanations  in  this  regard, 
firstly,  in  the  period  mentioned  above,  the  invest- 
ment in  rural  areas  of  Java  and  Bali  is  bigger  than 
outside  Java  and  Bali.  Secondly,  in  that  period,  the 
massive  development  of  industrialisation  in  rural 
area  of  Java  and  Bali  has  expanded  population  mi- 
gration from  rural  to  urban  areas  including  those 
categorised  as  poor  population.  Therefore,  the  rural- 
urban  migration  has  influenced  the  decrease  of  poor 
population  percentage  in  rural  areas  and  the  increase 
of  poor  population  percentage  in  urban  areas. 
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Table  3 

THE  SHARE  OF  INCOME  RECEIVED  BY  CATEGORIES  OF  POPULATION 

IN  1976  AND  1996  (%) 


Region 

40%  Poorest 

40%  Medium 

20%  Richest 

Gini  Ratio 

1976* 

1976* 

1990*"  1996*" 

1976*  1990**  1996*" 

1976* 

1990**  1996*" 

* 

1990** 

1996*** 

Indonesia 

11.15 

21.31  19.32 

32.12  36.75  35.69 

56.73 

41.94  44.99 

0.52 

0.32 

0.36 

Java 

if  .33 

20.61  18.59 

30.23  33.19  34.51 

58.30 

46.20  46.90 

0.53 

0.34 

0.38 

Outside 

Java 

11.87 

23.93  20.56 

35.80   39.87  36.84 

52.25 

37.20  42.59 

0.49 

0.28 

0.32 

Source:  *    Sumitro  Djojohadikusumo.  "Structure,  Performance  and  Prospects  of  the  Indonesian  Economy". 
Paper  presented  at  One  Day  Seminar  at  BM  1946,  18  November  1981,  Table  11.23. 
**  CBS,  Poverty  and  Income  Distribution  in  Indonesia  1976-1990. 
***Calculated  by  Writer  based  on  1996  Susenas'  raw  data 


In  addition  to  the  absolute  poverty  fi- 
gure analysed  earlier,  the  observation  on 
poverty  is  also  connected  with  relative  pov- 
erty or  inequality.  In  general,  the  discussion 
on  poverty  is  associated  with  the  gini  co- 
efficient and  income  distribution  pattern 
of  society.  Data  from  Susenas  1996  and  Su- 
senas 1990  (see  Table  3)  show  figures  as  fol- 
lows: 

(1)  40  per  cent  of  the  population  with  the 
lowest  income  rate  shared  11.15  per 
cent  of  Gross  National  Product/GNP  in 
1976,  and  it  increased  to  21.31  per  cent 
in  1990.  However,  the  share  of  40  per 
cent  of  the  population  with  lowest  in- 
come rate  decreased  slightly  to  19.32 
per  cent  in  1996; 

(2)  40  per  cent  of  the  population  with 
middle  income  rate  shared  36.75  per 
cent  of  GNP  in  1990  compared  with 
only  32.12  per  cent  of  GNP  in  1976.  In 
1996,  the  share  of  this  group  to  GNP 
decreased  to  35.69  per  cent  compared 
to  that  of  1990; 

(3)  by  contrast,  during  1976  to  1990  the  20 
per  cent  share  of  the  population  with 
the  highest  income  rate  decreased 


from  56.73  per  cent  to  41.94  per  cent 
but  it  increased  to  44.94  per  cent  in 
1996. 

It  is  clear  that  during  1976  to  1990,  In- 
donesia succeeded  to  improve  the  quality 
of  income  distribution  from  "high  inequal- 
ity" condition  in  1976  to  "low  inequality" 
condition  in  1990.  However,  the  uneven  in- 
come distribution  became  rather  worse  dur- 
ing 1990-1996.  The  government  policies  on 
national  development  might  account  for 
the  condition  mentioned  above.  In  Indo- 
nesia, national  development  strategy  is 
based  on  a  framework  called  "Trilogy  of 
Development"  which  is  growth,  equity,  and 
stability.  While  it  is  the  country's  object- 
ive is  to  promote  development  based  on 
this  trilogy,  the  possibility  of  trade-off,  es- 
pecially between  growth  and  equity,  may 
be  unavoidable.  During  1969  to  1978,  GOI 
was  really  trying  hard  to  balance  these 
three  aspects  in  the  national  development 
framework. 

However  when  Indonesia  experienced 
a  decline  in  its  economic  development  dur- 
ing 1980-1985,  when  GDP  only  grew  ap- 
proximately 2.5  per  cent  annually,  which  was 


260 

the  lowest  growth  since  the  First  Five- 
Year  Development  Plan  (Repelita-I)  was 
launched  —  in  order  to  recover  from  the  im- 
pact of  the  economic  development  set  back, 
the  government  then  focussed  more  on 
growth  rather  than  on  equity  and  stabil- 
ity. Since  1983  the  government  has  been 
trying  consistently  to  adjust  the  macro  and 
micro  economic  policies,  such  as  to  bal- 
ance the  contribution  of  oil  and  non-oil 
sectors  to  GDP  growth,  deregulation  on 
finance,  monetary  sector,  banking,  interna- 
tional trade,  investment  sectors  and  cur- 
ency  adjustment.  It  resulted  in  remarkable 
economic  growth  increase  since  1987,  but 
the  unequitable  income  distribution  has 
also  tended  to  increase. 

Inequitable  income  distribution  became 
a  hot  issue  in  the  early  1990s.  Aware  of 
this  situation  since  1993  government  has 
launched  special  policies  and  programs 
to  minimise  the  inequitable  income  distri- 
bution, such  as  IDT  program,  prosperous 
family  programs,  mutual  partnership  be- 
tween large-medium-small  scale  business 
programs,  improving  the  quantity  and  quality 
of  cooperation  and  the  like.  However  the  re- 
sult of  this  strategy  still  remains  to  be  seen. 

The  above  figure,  both  according  to  the 
Gini  Ratio  and  income  distribution,  shows 
an  unsatisfactory  figure  of  the  condition 
in  Java  in  1976,  1990  and  1996.  The  differ- 
ence between  the  rich  and  the  poor  people 
is  quite  striking.  The  population  boom  in 
Java  and  Bali,  primarily  in  Java  has  been 
one  of  the  reasons  of  the  unbalanced  dis- 
tribution of  income  in  this  area,  aside  from 
other  causes. 

In  addition,  the  Gini  Ratio  assessment 
on  rural-urban  areas  ^shows  that  inequity 


THE  INDONESIAN  QUARTERLY,  XXV/3 

in  urban  areas  is  worse  than  in  rural 
areas  even  though  the  rate  of  poor  popu- 
lation in  rural  areas  is  less  than  in  urban 
areas.  The  Gini  coefficient  for  urban  areas 
in  Indonesia  in  1990  was  0.34  and  in  1996 
0.3660,  while  in  rural  areas  the  Gini  Ratio 
in  1990  was  0.25  and  in  1996  0.2648.  The 
figure  40  per  cent  with  the  lowest  income 
rate  and  gini  coefficient  were  based  on 
rural  and  urban  areas  and  Java-Bali  and 
outside  Java-Bali  islands,  as  drawn  in 
Table  4  shows  a  more  complete  figure  of 
the  poverty  conditions  in  and  inequality 
between  urban-rural  areas  in  Java-Bali  and 
outside  Java-Bali  in  1984-1996. 

During  the  period  of  1984-1990,  it  is 
obvious  that  the  inequality  rate  in  rural 
areas  in  Java-Bali  decreased  in  the  same 
period.  Therefore,  the  relatively  slow  de- 
crease of  inequality  rate  in  Java-Bali  was 
rather  caused  by  the  unequal  condition  in 
urban  areas.  By  contrast,  outside  Java-Bali, 
both  in  urban  and  rural  areas,  the  inequal- 
ity rate  decreased  though  the  inequality 
rate  in  rural  areas  went  down  faster  than 
in  urban  areas. 

However  during  1990-1996,  the  figure 
shifted,  the  inequality  rate  both  in  urban 
and  rural  areas  either  in  Java-Bali  or  out- 
side Java-Bali  island  increased.  The  largest 
increase  of  the  inequality  rate  was  found 
in  urban  areas  outside  Java-Bali  (Gini  Ratio 
has  increase  from  0.28  to  0.3139).  As  a  re- 
sult, inequality  rate  both  in  Java-Bali  and 
outside  Java-Bali  during  1990-1996  increased 
compared  to  the  previous  period  (1984-1990). 
Kuznets'  point  of  view  could  be  applied  in 
this  situation.  Kuznets  argued  that  uneven 
income  distribution  tend  to  increase  in  the 
earlier  stage  of  the  development  process, 
then  decrease  when  the  development  pro- 
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Table  4 

40  PER  CENT  POPULATION  WITH  THE  LOWEST  INCOME  RATE  AND 
GINI  COEFFICIENT,  BY  AREA  AND  REGION,  1984-1996 


Area 

Year 

40%  Poorest 

Gini  Coefficient 

Java-Bali 

Outside 

Indonesia 

Java-Bali 

Outside 

Indonesia 

Java-Bali 

Java-Bali 

Urban 

1984 

22.02 

22.11 

20.64 

0.34 

0.29 

0.32 

1987 

20.81 

23.32 

21.49 

0.33 

0.28 

0.32 

1990, 

18.63 

22.37 

19.69 

0.36 

0.28 

0.34 

1996* 

17.20 

20.40 

18.60 

0.3869 

0.3139 

0.3660 

Rural 

1984 

22.70 

23.05 

22.34 

0.28 

0.28 

0.28 

1987 

24.54 

23.38 

24.02 

0.28 

0.26 

0.27 

1990. 

24.62 

24.08 

24.38 

0.25 

0.25 

0.25 

1996* 

24.23 

23.99 

24.19 

0.2649 

0.2646 

0.2648 

Total 

1984 

22.08 

21.95 

20.75 

0.35 

0.31 

0.33 

1987 

20.00 

22.38 

20.87 

0.34 

0.29 

0.32 

1990, 

20.34 

22.99 

21.33 

0.34 

0.28 

0.32 

1996* 

18.59 

20.48 

19.32 

0.3772 

0.3164 

0.3568 

Source:  Tjiptoherijanto,  1995. 

♦Calculated  by  the  Writer  from  1996  Susenas'  raw  data. 


cess  come  to  a  stable  stage.  All  of  the  re- 
gions in  Indonesia  do  not  reach  a  similar 
level  of  development  at  the  same  time. 
Those  outside  Java-Bali  are  left  behind  by 
those  of  Java-Bali  in  terms  of  development 
stages.  The  massive  economic  development 
outside  Java-Bali  just  began  in  the  second 
part  of  the  1980s.  It  means,  referring  to 
Kuznets  point  of  view,  they  were  just  at 
the  earlier  stage  of  development.  That  is 
why,  the  increase  of  uneven  income  distribu- 
tion in  urban  areas  outside  Java-Bali  during 
1990-1996  was  higher  than  that  of  Java-Bali. 

Poverty  Profile  During  1990-1996 

Geographic  Allocation  of  the  Poor 
Population 

Poor  population  in  rural  areas  is  greater 
than  that  in  urban  areas,  i.e.  15.7  million  or 


67.8  per  cent  of  the  total  poor  population. 
It  is  common  knowledge  that  disguised  un- 
employed labours  force  still  prevails  in 
rural  areas.  It  generally  encompasses  peas- 
ant who  do  not  have  land  or  have  a  little 
bit  of  land.  Besides,  they  own  private  bu- 
sinesses with  minimum  capital  and  have 
limited  access  to  formal  monetary  institu- 
tion. The  factor  of  minimum  ownership  of 
the  population  outside  labour  force  made 
it  very  hard  for  them  to  improve  their 
standard  of  living. 

However,  over  time  poverty  in  rural 
areas  has  decreased  gradually,  whereas  by 
contrast,  the  poor  population  in  urban  areas 
has  increased.  This  phenomenon  is  due  to 
the  fact  among  other  things,  that  there  is 
a  transfer  of  poor  population  from  rural  to 
urban  areas  through  rural-urban  migration. 
The  disguised  unemployed  labour  force 
from  rural  areas,  i.e.  agricultural  labourer 
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Table  5 

INDONESIA:  NUMBER  OF  POOR  AND  NON-POOR 
PEOPLE  BY  REGION  AND  AREA,  1996  (%) 


Region 

Area 

Status 

Poor 

Non-Poor 

Java-Bali 

Urban 

Rural 

Urban  &  Rural 

34.0 
57.1 

34.3 
60.5 

Outside 
Java-Bali 

Rural 

Urban  &  Rural 

9  1 

33.8 
42.9 

1 1  (\ 
l  1  .o 

27.9 

39.5 

Western  Part 
of  Indonesia 

Urban 
Rural 

Urban  &  Rural 

28.1 
48.0 
76.1 

32.8 
49.1 
81.9 

Eastern  Part 
of  Indonesia 

Urban 
Rural 

Urban  &  Rural 

4.1 
19.8 
23.9 

4.9 
13.2 
18.1 

Indonesia 

Urban 
Rural 

Urban  &  Rural 

32.2 
67.8 
100 

37.7 
62.3 
100 

Source:  Calculated  by  Writer  from  1996  Susenas'  raw 
data. 


of  poor  peasant,  cannot  have  access  to  the 
very  protected  formal  sector  in  urban  areas. 
Hence,  they  work  in  the  non-formal  sector 
in  urban  areas,  as  meat-ball  sellers,  street 
howkers,  sidewalk  vendors,  rickety  food- 
stall  owners,  smoke-garbage  collectors,  beg- 
gars, and  many  others,  which  keep  them 
poor. 

The  biggest  share  of  the  poor  popula- 
tion is  in  Java  and  Bali,  especially  in  urban 
areas  (see  Table  5).  By  contrast,  poverty 
outside  Java-Bali  is  found  in  rural  areas. 
Some  data  show  that  life  improvement  out- 
side Java-Bali,  especially  in  rural  areas,  is 
far  left  behind  by  Java-Bali.  This  is  a  sign 
that  poverty  outside  Java-Bali  as  serious 
as  that  within  Java-Bali.  In  the  previous 
years,  there  arc  more  poor  people  in  the 
villages  of  Java-Bali  than  outside  Java- 
Bali  (Chcrnichovsky  and  Mccsok,  1984). 
This  trend  may  be  used  as  an  indicator  of 


"the  success"  of  the  transmigration  pro- 
gram in  reducing  poverty  in  rural  Java. 
Furthermore,  data  also  show  that  the  num- 
ber of  poor  population  is  greater  in  the 
western  region  of  Indonesia.  In  both  re- 
gions, the  eastern  and  western  part  of  In- 
donesia, the  number  of  poor  population  is 
greater  in  rural  areas  than  in  urban  areas. 

Demographic  Characteristic  of  Poor 
Population 

In  general,  poor  families  tend  to  have 
more  members  than  the  non-poor  families 
(see  Table  6).  The  average  numbers  of  poor 
household  members  in  Indonesia  is  5.8 
people,  while  of  the  non-poor  is  only  4.5 
people.  If  we  compase  Java  and  Bali  with 
the  region  outside  Java  and  Bali  it  turns 
out  that  the  region  outside  Java  and  Bali 
has  more  members  than  the  region  of  Java 
and  Bali.  Meanwhile  there  is  no  substan- 
tial difference  in  the  number  of  house- 
hold members  between  the  western  re- 
gion of  Indonesia  and  the  eastern  region. 
This  shows  that  households  in  Sumatra 
and  Kalimantan  have  a  quite  big  number 
of  members. 

Analysis  between  rural  and  urban  areas 
shows  that  the  number  of  the  household 
member  is  not  quite  different.  It  also  in- 
dicates the  success  of  family  planning  pro- 
gram in  rural  areas.  Besides,  it  also  reflects 
the  migration  from  rural  to  urban  areas.  Ac- 
cording to  the  quantitative  analysis,  it  is 
furthermore  known  that  the  variable  of 
the  number  of  household  members  is  a  do- 
minant indication  in  determining  a  house- 
hold as  poor  or  non-poor.  The  bigger  the 
household,  the  more  it  tends  to  be  poor. 
Hence  it  can  be  summarised  that  the  fam- 


POVERTY  AND  INEQUALITY  IN  INDONESIA 


263 


Table  6 

MEMBER  OF  HOUSEHOLD  BY  REGION,  AREA 
AND  POOR  AND  NON-POOR,  1996 

Region  Area        Number  of  Household 

Poor    Non-Poor  Total 

Java-Bali  Urban      5.1         4.4  4.6 

Rural  5.0  4.1  4.2 
Total        5.0         4.2  4.4 

Outside  Urban       6.0         4.5  4.8 

Java-Bali  Rural       5.8         4.2  4.5 

Total        5.8         4.3  4.8 

Western  Part       Urban      5.5         4.4  4.6 
oflndonenesia     Rural       5.4         4.2  4.4 
Total        5.5         4.3  4.4 

Eastern  Part        Urban      5.4  .       4.7  4.9 
oflndonesia        Rural       5.3         4.2  4.5 
Total        5.3         4.4  4.7 

Indonesia  Urban      5.5         4.5  4.6 
Rural       5.3         4.2  4.4 
  Total        5.3         4.3  4.4 

Source:  Calculated  by  the  Writer  from  1996  Susenas' 
raw  data. 

ily  planning,  where  one  of  the  aims  is  to 
limit  the  number  of  household  members,  is 
in  accordance  with  the  efforts  in  poverty 
alleviation. 

According  to  the  analysis  on  the  burden 
rate  mentioned  above,  it  can  be  summed  up 
that  employment  opportunity  and  facility 
in  doing  business  are  the  right  policies  to 
improve  the  condition  of  poor  household. 
This  provision  of  employment  opportunity 
and  facility  to  do  busines  has  to  be  follow- 
ed by  an  increase  of  productivity  and  re- 
muneration (service  compensation  for  pro- 
duction factor).  Hence,  the  take-home-pay  of 
the  worker/businessman  should  be  suffi- 
cient for  the  financing  of  the  dependence 
and  have  still  enough  for  some  savings. 
This  savings  is  used  for  capital  generating, 
both  to  start  a  new  business  and  to  sus- 
tain the  existing  business  activity. 


Economic  Characteristic  of  Poor 
Population 

Some  characteristics  of  household  eco- 
nomy are  as  follows:  firstly,  information 
about  the  head  of  household  occupation, 
whether  as  labourer  or  businessman,  or 
both;  secondly,  about  the  household  out- 
put pattern  as  to  how  many  per  cent  house- 
hold output  account  for  food,  and  also  how 
many  for  non-food. 

Occupation  of  the  Head  of  the  Household 

The  occupation  of  household  head  is 
divided  in  two  kinds,  i.e.  labourer/employee 
and  businessman/employer.  The  term  la- 
bourer/employee refers  to  the  head  of  house- 
hold earning  wage  or  salary,  for  instance, 
as  civil  servant,  company  employee,  manu- 
facturing labourer,  house  maid,  driver  as 
wage/salary  earners,  and  worker  as  wage 
earner,  and  the  like.  Reversely,  businessman/ 
employer  refers  to  the  head  of  household 
as  owner  of  a  business  enterprise  or  a  share- 
holder with  income,  profit,  or  share  of 
profit  from  a  business  enterprise.  The  head 
of  family  whose  occupation  is,  for  instance, 
businessman,  land-owner,  fisherman  who 
has  or  hires  ships,  merchant,  company  owner, 
agricultural  labourer  with  income-share 
system,  driver  with  daily  payment  or  com- 
mission system,  and  many  others. 

Table  7  shows  that  in  general  more  of 
the  poor  household  heads  (66  per  cent) 
work  as  businessman  rather  than  as  la- 
bourer. In  urban  areas,  the  number  of  poor 
household  heads  who  are  businessmen  are 
almost  the  same  as  those  who  work  as  la- 
bourers. Meanwhile  in  urban  areas  there 
are  more  businessmen  than  labourers.  How- 


Java-Bali 

Urban 

5.1 

4.4 

Rural 

5.0 

4.1 

Total 

5.0 

4.2 

Outside 

Urban 

6.0 

4.5 

Java-Bali 

Rural 

5.8 

4.2 

Total 

5.8 

4.3 

Western  Part 

Urban 

5.5 

4.4 

oflndonenesia 

Rural 

5.4 

4.2 

Total 

5.5 

4.3 

Eastern  Part 

Urban 

5.4 

4.7 

of  Indonesia 

Rural 

5.3 

4.2 

Total 

5.3 

4.4 

Indonesia 

Urban 

5.5 

4.5 

Rural 

5.3 

4.2 

Total 

5.3 

4.3 
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Table  7 


INDONESIA: 

TYPE  OF  JOB  OF  HOUSEHOLD'S  HEAD  BY  REGION  AND  AREA, 

1990  (%~) 

Region 

m  La 

Statue 

1  ype  oi  Job 

Total 

w  oncer 

Businessman 

Both 

Java-Bali 

Urban 

Poor 

48.71 

47.00 

4.29 

100 

Non-Poor 

55.23 

35.00 

9.77 

100 

Rural 

Poor 

31.82 

66.75 

1.42 

100 

Non-Poor 

31.03 

66.26 

2.71 

100 

Total 

Poor 

39.82 

57.40 

2.78 

100 

INUIl-JTUUr 

■}8  Ql 

JO.?  1 

C£  no 
JO. us 

j. 01 

100 

Outside  Java-Bali  Urban 

Poor 

47.43 

46.35 

6.22 

100 

Non-Poor 

59.59 

31.70 

8.71 

100 

Rural 

Poor 

12.92 

86.27 

0.82 

100 

Non-Poor 

22.40 

75.57 

2.03 

100 

Total 

Poor 

21.24 

76.65 

2.12 

100 

J  l  .uu 

"3  CO 

3.5s 

100 

Western  Part 

Urban 

Poor 

49.71 

45.77 

4.53 

100 

of  Indonesia 

Non-Poor 

56.41 

34.40 

9.19 

100 

Rural 

Poor 

25.01 

73.85 

1.14 

100 

Non-Poor 

28.88 

68.65 

2.47 

100 

Total 

Poor 

34.99 

62.50 

2.51 

100 

"Nnn-Pnfir 

Jo.iU 

H.JZ 

100 

Eastern  Part 

Urban 

Poor 

33.27 

58.52 

8.21 

100 

of  Indonesia 

Non-Poor 

57.94 

29.72 

12.35 

100 

Rural 

Poor 

9.14 

89.90 

0.96 

100 

Non-Poor 

19.56 

78.22 

2.22 

100 

Total 

Poor 

13.96 

83.63 

2.41 

100 

Non-Poor 

26.75 

69.13 

4.12 

100 

Indonesia 

Urban 

Poor 

48.35 

46.82 

4.83 

100 

Non-Poor 

56.53 

34.02 

9.45 

100 

Rural 

Poor 

21.90 

77.00 

1.10 

100 

Non-Poor 

27.53 

70.03 

2.44 

100 

Total 

Poor 

31.76 

65.75 

2.49 

100 

Non-Poor 

35.95 

59.58 

4.47 

100 

Source:  Moeis  et.  al.,  in  Arsjad  1995. 


ever,  poor  household  heads  in  rural  areas 
are  weak  and  unqualified  businessmen.  In 
this  case  the  rural  businessmen  are  far  from 
having  the  image  of  conglomerates  owners. 
Hence,  this  is  an  obvious  indication  that  it 
is  necessary  to  provide  clear  policies  in  de- 
veloping small  businesses  in  rural  areas  to 


give  them  more  opportunity  to  grow  and 
to  be  productive,  and  therefore  develop 
the  owners  welfare.  The  policies  needed 
are  those  concerning  ways  to  solve  prob- 
lems of  capital  generating,  raw  material, 
production  and  business  management,  and 
marketing. 
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In  urban  and  rural  areas  in  any  region 
of  Indonesia,  i.e.  Java-Bali,  outside  Java- 
Bali,  the  eastern  region  of  Indonesia,  and 
the  western  region  of  Indonesia,  there  are 
more  heads  of  poor  household  who  become 
businessmen  rather  than  labourers.  How- 
ever, if  we  separate  the  rural  and  the  urban 
areas,  it  is  apparent  that  there  are  more 
heads  of  the  poor  household  in  urban  areas 
in  Java-Bali,  outside  Java-Bali,  and  the  west- 
ern region  of  Indonesia  being  labourers 
rather  than  businessmen.  It  is  the  other 
way  round  in  the  rural  areas.  This  shows 
that  it  is  necessary  to  provide  policies  to 
improve  the  condition  of  the  labourers  in 
urban  areas  and  the  small  businessmen  in 
rural  areas  in  Java-Bali,  outside  Java-Bali,  and 
the  western  region  of  Indonesia. 

The  opposite  condition  occurs  in  the 
rural  areas  in  the  eastern  part  of  Indonesia. 
Most  of  the  poor  household  heads  are  bu- 
sinessmen. Therefore  the  right  move  to  al- 
leviate the  poor  households  in  the  eastern 
region  of  Indonesia  is  to  improve  the  condi- 
tion of  small  businessmen  in  urban  areas. 

Output  Pattern  of  Poor  Household 

As  for  the  consumption  pattern  of  food 
and  non-food  of  the  community  groups 
(poor  and  non-poor),  it  appears  that  in  gen- 
eral the  portion  of  food  consumption  of 
poor  household  is  70.69  per  cent  compared 
to  the  non-food  consumption  portion  which 
is  only  29.31  per  cent.  This  condition  hap- 
pens because,  compared  to  other  secondary 
needs,  the  poor  households  still  consider 
food  as  their  prior  need.  This  pattern  is  not 
quite  different  from  the  figure  in  1990,  when 
the  household  output  for  food  consump- 
tion among  the  poor  households  stood  at 
72.9  per  cent. 


Compared  with  the  urban  condition, 
food  consumption  portion  of  poor  house- 
hold is  bigger  in  rural  area.  This  seems 
rather  unbelievable,  considering  that  poor 
households  in  rural  areas  get  their  food 
from  the  land  there.  The  most  likely  explana- 
tion for  this  conditions  is  that  poverty  in 
the  rural  areas  is  so  bad,  that  the  poor  fam- 
ilies have  to  consume  a  big  portion  of 
their  income  on  food.  Furthermore,  it  is 
also  shown  in  Table  8  that  the  food  con- 
sumption portion  of  poor  households  out- 
side Java-Bali  is  bigger  than  in  Java-Bali 
(72.04  per  cent  compared  to  66.31  per  cent) 
both  in  rural  and  urban  areas. 

Sosio-Cultural  Characteristics 

The  next  description  is  the  socio-cul- 
tural  characteristics,  which  include  the  edu- 
cational level  of  family  members,  and  the 
ratio  of  graduates  of  an  educational  level 
to  the  number  of  population  at  the  related 
school  age  group  based  on  the  1990  Su- 
senas  data.  For  example,  in  the  case  of 
poor  households,  the  ratio  for  elementary 
school  group  is  calculated  by  dividing 
the  number  of  elementary  school  educated 
poor  people  at  the  age  of  13-15  years,  by 
the  number  of  poor  people  aged  13-15 
years.  The  secondary  school  group  is  the 
group  within  the  16-18  year  age  bracket. 
The  high  school  group  is  the  group  with- 
in the  age  bracket  of  19-25  years.  The  aca- 
demy educated  group  is  the  group  aged 
22  years  and  beyond.  While  the  university 
educated  group  is  the  group  aged  26  years 
and  beyond. 

This  ratio  does  not  only  show  the  par- 
ticipation level  of  a  household  member  in 
achieving  education,  but  it  also  shows  the 
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Table  8 


INDONESIA:  PATTERN  OF  HOUSEHOLD  OUTPUT  BY  REGION  AND  AREA,  1996  (%) 


Region 

Area 

Status 

Household  Output 

Total 

Food 

Non-Food 

Java-Bali 

Rural 

Poor 

68.99 

31.01 

1UU 

Non-Poor 

33.18 

66.82 

i  nn 
1UU 

Urban 

Poor 

65.04 

34.96 

i  fin 
1UU 

Non-Poor 

36.88 

63.12 

i  nn 

Total 

Poor 

£  £  "11 

66.31 

33.69 

100 

Non-Poor 

*>  C  11 

35.11 

64.89 

100 

Outside  Java-Bali 

Rural 

Poor 

75.60 

24.40 

i  nn 

Non-Poor 

42.83 

57.17 

i  nn 

Urban 

Poor 

69.42 

30.58 

i  fin 

Non-Poor 

35.57 

64.43 

i  fin 

Total 

Poor 

72.04 

27.96 

100 

Non-Poor 

39.34 

60.66 

100 

Indonesia 

Rural 

Poor 

74.34 

25.66 

100 

Non-Poor 

40.71 

59.29 

100 

Urban 

Poor 

68.26 

31.74 

100 

Non-Poor 

35.90 

64.10 

100 

Total 

Poor 

70.69 

29.31 

100 

Non-Poor 

38.35 

61.65 

100 

Source:  Calculated  by  Writer  from  1996  Susenas'  raw  data. 


success  level  of  a  household  member  in 
striving  for  the  completion  of  education. 
The  success  in  education  is  influenced  by 
many  factors,  which  are  among  others,  the 
availability  of  fund,  competence,  and  phy- 
sical as  well  as  mental  willingness  of  the 
student  to  master  the  lecture.  The  influence 
of  these  factors  will  appear  in  the  ratio 
value. 

The  educational  level  of  poor  house- 
holds is  much  lower  than  that  of  non-poor 
households.  Only  6.8  per  cent  of  the  poor 
household  members  are  educated  at  least 
in  secondary  schools,  compared  to  18.6  per 
cent-  of  non-poor  household  members.  Fur- 
ther, more  than  70  per  cent  of  the  poor 
household  members  do  not  enter  school 
and/or  do  not  finish  the  elementary  school 


at  all,  compared  to  only  55.5  per  cent  of  the 
non-poor  household. 

The  average  of  the  poor  people  in  urban 
areas  are  better  educated  than  those  in 
rural  areas.  Related  to  the  phenomenon  of 
the  rural-urban  migration,  the  data  men- 
tioned above  show  that  those  who  migrate 
tend  to  be  young  and  educated.  While  the 
old  and  uneducated  will  stay  in  rural  areas, 
because  they  feel  unable  to  compete  to  work 
in  urban  areas.  Besides,  the  better  and  more 
complete  education  facilities  in  the  urban 
areas  provide  urban  people  with  better  edu- 
cation. 

Between  Java-Bali  and  outside  Java-Bali, 
there  is  no  distinctive  difference  in  the 
educational  level  of  the  poor  population. 
The  same  condition  applies  to  the  region 
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in  the  eastern  and  western  part  of  Indone- 
sia. Worth  noting  is  the  education  level 
of  the  non-poor  population  in  urban  areas. 
There  is  quite  a  big  portion  that  are  high 
school  educated  (more  than  17  per  cent). 
According  to  the  study  conducted  by 
Moeis  (1993),  it  was  proved  that  this  group 
of  high  school  educated  labour  force  of- 
ten exchange  jobs  and  tend  to  take  a  long 
time  in  seeking  a  job  than  the  lower  edu- 
cated one. 

The  participation  and  graduation  ratio 
of  every  educational  level  (elementary,  se- 
condary, high  school,  academy,  and  uni- 
versity) of  the  poor  population  is  always 
lower  than  those  of  non-poor  population. 
As  for  the  elementary  level,  the  participa- 
tion and  graduation  ratio  of  the  poor  po- 
pulation is  90  per  cent,  while  that  of  the 
non-poor  population  is  93.4  per  cent.  As 
for  the  junior  high  school  level,  the  ratio 
of  the  poor  population  is  53.5  per  cent,  while 
that  of  the  non-poor  population  is  64.6 
per  cent.  As  for  the  senior  high  school 
level,  the  ratio  of  the  poor  population  is 
21.2  per  cent,  and  that  of  the  non-poor  is 
42.7  per  cent.  As  for  the  academy  and  uni- 
versity level,  the  ratio  of  both  are  consec- 
utively 14.4  per  cent  and  23.1  per  cent  for 
the  poor  population,  and  23.1  per  cent  and 
2.5  per  cent  for  the  non-poor.  It  appears 
that  the  higher  the  education  level,  the 
lower  the  participation  and  graduation 
ratio.  This  shows  that  the  higher  the  edu- 
cation level,  the  more  obstacles  of  physical 
and  mental  competence  are  to  be  faced, 
including  financial  difficulty.  Therefore, 
most  of  population  do  not  participate  or 
drop  out  of  school.  This  physical,  mental, 
and  financial  obstacle  are  really  a  burden 
to  poor  household  members.  This  is  notice- 


able from  the  gap  of  the  participation  and 
graduation  ratio  which  are  becoming  wider 
between  poor  and  non-poor  population. 

Policies  and  Programs  to  Alleviate 
Poverty  through  Prosperous  Family 
Approach 

General  Information 

The  scheme  for  the  development  of  pros- 
perous family  began  with  the  initiation  of 
the  first  long  term  Development  Plan  (PJP 
I:  1969).  The  development  of  the  program 
culminated  with  the  establishment  of  Act 
No.  10/1992  concerning  Population  Develop- 
ment and  Development  of  Prosperous  Fam- 
ily followed  by  the  enactment  of  Govern- 
ment Regulation  No.  21  of  1994  concerning 
Development  of  Prosperous  Family  and  Gov- 
ernment Regulation  No.  27  of  1994  con- 
cerning Population  Development.  These  re- 
gulations point  out  the  commitment  of  the 
Indonesian  government  to  the  role  of  po- 
pulation and  family  in  national  develop- 
ment. In  addition,  the  Population  Develop- 
ment and  the  Development  of  Prosperous 
Family  Law  has  become  the  legal  aspect  for 
all  policies  and  programs  for  population 
and  prosperous  family  development. 

Approximately  one  year  after  the  en- 
forcement of  the  Act  No.  10,  on  June  29, 
1993,  the  President  of  Indonesia  announced 
June  29,  as  "The  National  Family  Day". 
With  this  decision,  Indonesia  has  expand- 
ed the  strategic  policies  required  to  ensure 
the  successful  continuation  of  the  family 
planning  movement  into  the  movement  for 
the  development  of  prosperous  families.  At 
the  same  time,  institutions  were  establish- 
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ed  in  all  villages  to  help  families  develop 
themselves  and  become  more  prosperous. 

Since  1994  the  government  of  Indone- 
sia has  conducted  the  regular  schedule  for 
national  family  registration.  The  purpose 
of  this  registration  is  to  monitor  the  pro- 
gress of  prosperous  family  development 
and  to  evaluate  the  programs.  The  indi- 
cators in  family  data  have  compounded  the 
eight  functions  of  family  such  as  religious 
function,  socio-cultural,  sharing  of  love  and 
the  like. 

In  order  to  monitor  the  progress  of  pros- 
perous families,  all  indicators  then  trans- 
lated to  various  stages  of  the  welfare  of 
Indonesian  families  which  are  at  the  Pre- 
Prosperous  level,  Prosperous  Stage-I,  Stage- 
II,  Stage-III,  and  Stag-Ill  plus.8  The  data  on 
the  family  welfare  stages  are  then  trans- 
ferred to  a  "working  chart"  developed  to 
assist  families  throughout  Indonesia  to 
become  self-reliant. 

Using  the  1996  National  Family  Data 
Registration,  in  1995,  the  composition  of 
welfare  of  Indonesian  families  is  as  fol- 
lows: 10.85  million  families  (27.54  per  cent) 
were  classified  as  Pre-prosperous,  11.13  mil- 
lion families  (28.25  per  cent)  as  Prosperous 
Stage-I,  9.23  million  families  (23.42  per  cent) 
as  Prosperous  Stage-II,  6.55  million  families 
'16.62  per  cent)  as  Prosperous  Stage-Hi,  and 
1.64  million  families  (4.16  per  cent)  as  Pros- 
perous Stage-III  Plus.  In  other  words,  in 
[995,  there  were  around  21.26  million  fam- 
lies  in  Indonesia  classified  as  poor  family. 


Pre-Prosperous  Stage  Families  are  indicated  by 
le  inability  to  fulfil  the  minimum  basic  needs  such 
3  spiritual  needs  (cannot  perform  religious  prayers 
:cording  to  their  respective  religious  denomina- 
ons),  food  (minimal  two  meals  per  day),  clothing 


Among  all  families  at  Pre-Prosperous  stage, 
7.19  million  families  were  classified  as  Pre- 
Prosperous  because  of  economic  reasons 
and  3.66  million  families  because  of  non- 
economic  reasons.  Meanwhile,  among  fam- 
ilies at  Prosperous  Stage-I,  5.04  million  fam- 
ilies were  classified  as  Prosperous  Stage-I 
because  of  economic  reasons  and  6.09  million 
families  because  of  non-economic  reasons. 

In  order  to  accelerate  the  transition  of 
prosperity  stage,  interventions  or  develop- 
ment support  from  both  government  and 
private  sectors  are  needed.  For  example,  to 
accelerate  the  number  of  families  from  Pre- 
Stage  to  Prosperous  Stage-I,  it  is  necessary 
to  assist  the  families  to  improve  their  living 
standards  in  a  wide  spectrum  such  as  to 
encourage  families  in  practising  their  re- 
spective religious  tenets,  to  encourage 
people  to  use  any  health  facilities  if  neces- 
sary, or  to  convince  them  to  joint  family 
planning  and  other  reproductive  health 
cares.  In  this  regard,  the  role  of  "Family 
Welfare  Centre"  which  is  located  in  every 
village  throughout  the  country,  is  very  im- 
portant in  guiding  the  families  to  a  better 
welfare  state. 

In  order  to  accelerate  the  transition  of 
prosperity  stages  related  to  economic  fac- 
tors, the  government  decided  to  link  the 
development  of  prosperous  family  with  the 
poverty  alleviation  schemes  beside  the  IDT 
program  that  has  already  been  launched 


(more  than  one  pair  of  clothing)  and  housing  (large 
portion  of  the  floor  is  not  earthen),  health  and  fam- 
ily planning  (brought  to  the  health  centre  in  the  case 
of  illness).  Meanwhile  the  prosperous  stage-I  fam- 
ily is  a  family  that  has  met  their  minimum  physical 
needs  but  has  not  fulfilled  the  social  and  psycho- 
logical needs  such  as  family  interactions,  neighbour- 
hood interactions,  and  jobs  which  determine  a  good 
living  standard. 
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prior  to  that.  The  decision  was  made  be- 
cause the  government  was  aware  that 
poor  families  are  not  only  found  in  poor 
remote  villages  which  had  already  been 
covered  by  the  IDT  program,  but  also  in 
other  less  remote  places,  though  their  pro- 
portion may  be  less  compared  with  those 
living  in  poor  remote  villages.  However, 
due  to  the  larger  number  of  less  remote 
villages,  the  absolute  number  of  the  poor 
is  much  larger  than  the  poor  living  in 
backward  villages. 

To  support  the  Development  of  Pros- 
perous Family  especially  related  to  eco- 
nomic factors,  an  inter-ministerial  cooper- 
ative effort  was  initiated  in  June  1995  and 
in  September  1995  involving  the  Ministry 
of  Agriculture,  Ministry  of  Cooperatives 
and  Small  Scale  Industries,  BNI  Bank,  PT 
Pos  Indonesia  (Indonesia  Post  Company), 
Badan  Kerja  Sama  Kota  Seluruh  Indo- 
nesia (Cities  Cooperation  Council)  and  the 
Business  Circles.  On  2  October  1995  a  joint 
agreement  was  signed  between  a  number 
of  industrialists,  called  the  "Jimbaran 
Group".  The  Jimbaran  Group  and  govern- 
ment formed  a  partnership  to  provide  23 
billion  rupiah  as  initial  capital  for  11.5  mil- 
lion pre-prosperous  and  prosperity  Stage- 
I  families,  who  because  of  economic  reasons 
live  in  the  non-IDT  villages. 

Following  the  joint  agreement  between 
Jimbaran  Group  and  the  government  of 
Indonesia,  on  the  October  2  and  12,  1995, 
the  President  issued  guidelines  and  as- 
signed the  State  Minister  for  Population/ 
Chairman  of  NFPCB  to  coordinate  the  va- 
rious activities  in  order  to  mobilise  all  de- 
velopment resources  to  improve  the  condi- 
tions of  pre-prosperous  families  and  Stage- 


I  families  who  are  still  below  the  pov- 
erty level  and  living  in  the  non-IDT  vil- 
lages. The  scheme  has  to  be  implemented 
immediately  nationwide  through  the  move- 
ment for  "Development  of  the  Prosperous 
Family"  and  the  "Bangga  Suka  Desa  Move- 
ment (Movement  to  bring  urban  values  to 
families  in  the  village)". 

The  "Prosperous  Family  Savings"  or 
Takesra  was  created  as  one  of  the  ways 
to  educate  Indonesian  families  on  savings 
awareness  and  how  by  so  doing  they  can 
become  development  agents  in  their  vil- 
lages. At  the  start  of  Takesra,  the  Pre- 
sident had  the  pleasure  to  grant  symbol- 
ically the  first  Takesra  to  Pre-Prosperous 
and  Prosperity  Stage-I  families  and  to 
leaders  of  the  Income  Generating  Group. 
The  handing  over  coincided  with  the  com- 
memoration ceremony  of  National  Social 
Solidarity  Day  at  Banda  Aceh  on  December 
20,  1995.  The  President  also  re-emphasised 
this  issue  during  the  celebration  of  Mother 
Day  in  Surabaya  on  December  22,  1995  and 
of  the  Family  Welfare  Movement  (PKK/ 
Pendidikan  Kesejahteraan  Keluarga)  Me- 
morial Day  in  Yogyakarta  on  December  27, 
1995.  Apart  from  encouraging  people  to 
save,  Takesra  also  functions  as  collateral 
"Kukesra"  (Small  Credit  for  Prosperous 
Family  Program)  for  families  in  the  vil- 
lages. This  means  that  this  new  saving 
attitude  will  strengthen  the  trust  of  the 
bank  to  the  people  concerned.  This  also 
implies  the  increased  dignity  of  the  de- 
positor's family  which  will  hopefully  lead 
to  a  higher  degree  of  self-confidence  so 
that  the  respective  individuals  could  raise 
themselves  from  poverty  and  become  self- 
reliant. 
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The  prosperous  family  savings  scheme 

Q 

{Takesra)  and  Kukesra  is  a  government 
program  for  poverty  alleviation  beside  the 
IDT  program.  Only  families  which  are  clas- 
sified as  Pre-Prosperous  and  Prosperous 
Stage-I,  have  access  to  Kukesra  and  Ta- 
kesra schemes.  The  families  are  first  in- 
vited to  join  the  Takesra  saving  fund  with 
an  initial  saving  of  Rp  2,000  or  US$0.75. 
Then  the  depositor  will  be  able  to  get  a 
credit  for  an  amount  of  maximum  10  times 
of  the  Takesra  balance,  so  that  the  first 
credit  will  be  maximally  Rp  20,000  or  US$9. 
In  the  following  stage,  10  per  cent  of  the 
Rp  20,000  loan  is  then  deducted,  adding 
up  to  the  saving  so  that  the  saving  be- 
comes Rp  4,000.  With  this  saving,  then 
the  second  credit  will  be  Rp  40,000  and  so 
forth  up  to  a  credit  of  Rp  360,000  or  around 
US$160  per  family. 

There  are  four  specific  aims  of  Takesra 
and  Kukesra  programs,  i.e.:  (1)  To  support 
families  in  raising  the  family  prosperity 
stage,  especially  those  categorised  as  Pre- 
Prosperous  Families  and  Prosperous  Fam- 
ilies I,  to  get  business  capital  in  an  easy 
and  fast  way.  (2)  To  motivate  and  increase 
family  spirit  in  doing  business.  (3)  To  sup- 
port families  in  developing  counter  part- 
nership in  economic  activities.  (4)  To  intro- 
duce the  use  of  banking  and  post  services 
to  the  families. 


The  "Kukesra  and  Takesra"  program  and  IDT 
program  arc  complementary  to  each  other  to  accel- 
erate poverty  alleviation  or  to  accelerate  the  trans- 
ition of  prosperity  stages.  The  basic  idea  of  the 
poverty  alleviation  program  in  Indonesia  is  to  pro- 
vide the  poor  family  with  the  basic  technology  and 
small  financial  support.  By  providing  the  appro- 
priate technology  and  capital  it  is  hoped  that  fam- 
ily could  become  a  micro  enterprise  institution. 
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Based  on  the  determined  aims,  the  tar- 
gets of  the  program,  both  direct  and  indi- 
rect, can  be  decided.  The  direct  targets  are 
the  Pre-Prosperous  Families  and  the  Pros- 
perous Families  I  who  do  not  receive  funds 
from  the  IDT  program.  While  the  indirect 
targets  are  divided  into  four  groups,  i.e.: 
(1)  Community  figures  and  institutions,  in- 
cluding those  in  charge  of  Income  Gener- 
ating Endeavour  for  Prosperous  Families 
(Usaha  Peningkatan  Pendapatan  Keluar- 
ga  SejahteralUPPKS),  who  can  give  guid- 
ance to  the  Kukesra  facility  users,  and  also 
provide  counselling  to  those  who  are  going 
to  use  the  facility.  (2)  Government  and  pri- 
vate institutions  that  can  participate  in 
giving  guidance  and  counselling  to  the 
Kukesra  facility  users,  and  to  help  in  de- 
veloping partnership  program.  (3)  The  sup- 
porters of  Takesra  and  Kukesra. 

The  direct  targets  of  this  Kukesra  pro- 
gram are  the  Prosperous  Families  and 
the  Prosperous  Families  I  "with  economic 
reasons".  Prosperous  Families  I  "with  non- 
economic  reasons"  are  not  poor  families. 
They  are  families  which  cannot  fulfil  either 
of  their  social-psychological  needs  be- 
cause of  non-economic  reasons.  These  non- 
economic  reasons  can  be  social-cultural  fac- 
tors or  other  factors  such  as  consumption 
of  their  income  for  needs  other  than  their 
social-psychological  needs.  Therefore  they 
are  not  the  targets  of  this  Kukesra  program. 

Institution  and  Organisation 

There  are  three  institution  involve  in 
Takesra  and  Kukesra  program  which  are 
National  Family  Planning  Coordinating 
Board,  BNI  Bank,  and  Indonesia  Post  Com- 
pany (PT  Pos  Indonesia).  The  administra- 
tion of  Takesra  will  be  carried  out  through 
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group  schemes.  The  savings  of  the  mem- 
bers are  received  by  the  group  administra- 
tor which  are  later  deposited  at  th,e  sub- 
district  post  office  branch.  The  group  ad- 
ministrator is  responsible  for  the  with- 
drawal of  savings  whenever  required  by 
the  depositor.  For  this  purpose,  two  types 
of  Takesra  cards  are  made  available,  name- 
ly a  group  Takesra  card  and  an  Individual 
Takesra  card. 

The  Kukesra  allocation  is  not  directly 
done  individually  but  through  an  institu- 
tional group.  Every  UPPKS  has  around  20 
head-of-family  members.  The  member  who 
wants  to  use  the  Kukesra  facility  has  to  fill 
in  the  available  credit  proposal  form.  The 
authenticity  of  the  data  written  in  the 
form  is  controlled  by  family  planning  field 
worker  (Petugas  Lapangan  Keluarga  Be- 
rencanaFPLKB),  under  the  supervision  of 
family  planning  field  worker  supervisor 
{Pengawas  Petugas  Lapangan  Keluarga 
BerencanafPPLKB)  or  Head  of  Village.  The 
form  then  is  proposed  to  Post  Office  as  the 
nearest  Kukesra  executor.  If  the  Kukesra 
proposal  of  the  group  is  less  than  Rp  5 
million,  the  post  office  will  soon  process 
and  give  the  credit  immediately.  If  the  pro- 
posal is  more  than  Rp  5  million,  the  post 
office  has  to  get  a  clearance  from  BNI  Bank 
subsequently. 

Loan  interest  is  flatly  calculated  to 
equal  effective  interest  at  6  per  cent  annual- 
ly and  it  will  be  reviewed  based  on  the  con- 
ducted rules.  The  interest  is  calculated  as 
a  single  interest,  and  any  postponement 
will  be  charged,  provision  cost  is  not 
taken,  the  stamp  of  the  credit  will  be  paid 
by  the  bank.  Two  per  cent  of  loan  interest 
goes  to  BNI  Bank,  one  per  cent  for  PT  Pos 
Indonesia  (Indonesia  Post  Company)  and 


the  rest  of  them  goes  to  the  National  Fam- 
ily Planning  Coordinating  Board  for  mon- 
itoring and  counseling.  Furthermore,  PT 
Bank  BNI  has  to  pay  an  institutional  fee 
to  PT  Pos  Indonesia  about  Rp  200  per  tran- 
saction. 

The  amount  of  the  Kukesra  loan  will 
be  extended  beginning  from  Rp  20,000 
and  is  intended  to  give  capital  to  poor 
families  to  start  business  activity.  In  fact, 
the  amount  of  capital  is  insufficient  for 
more  advanced  businessman,  but  it  is 
enough  for  a  beginner.  If  the  debt  can  be 
repaid  punctually,  in  the  next  stage  the 
debtor  can  borrow  twice  that  much  up  to 
a  maximum  loan  of  Rp  320,000.  The  pattern 
of  loan  has  an  educational  aspect  for  poor 
society,  namely,  how  to  do  business,  es- 
pecially to  manage  productive  loan.  Second- 
ly, it  teaches  honesty.  The  maximum  loan 
policy  up  to  Rp  320,000  is  adopted  be- 
cause: (1)  a  family  who  is  able  to  manage 
a  loan  over  Rp  320,000  is  no  longer  con- 
sidered as  a  less  developed  family;  (2)  the 
loan  interest  is  very  low;  if  it  is  high,  it 
will  affect  the  banking  system. 

The  Kukesra  credit  is  extended  in  groups, 
directly  in  the  post  office  building  or  by  a 
mobile  post  service.  If  there  is  any  post- 
ponement, though  it  will  not  be  charged, 
it  should  be  avoided  since  it  will  disturb 
other  credit  allocations  as  a  whole.  There 
are  two  kinds  of  postponement,  which  are: 
First,  "yellow"  postponement,  which  is  still 
in  loan  time.  Yellow  postponement  is  anti- 
cipated by  the  guidance  that  the  borrower 
can  handle  the  problem  by  themselves  be- 
fore the  maturity  date;  Second,  "red"  post- 
ponement, which  has  passed  payment.  The 
"red"  postponement  debtor  has  to  solve 
the  debts  based  on  the  principles  of:  (1)  the 
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party  concerned  cannot  have  any  new  loan 
until  it  has  paid  all  the  debts;  (2)  the  pay- 
ment of  the  remaining  debts  can  be  serviced 
by  virtue  of  support  from  any  other  mem- 
ber, or  community  fund  or  village  aids. 

Both  the  Kukesra  recipient  and  the  group 
with  the  postponement  will  have  priority 
to  be  guided  in  order  to  revive.  The  guid- 
ance to  the  Kukesra  receiver  will  be  con- 
ducted by  PLKB  or  related  government  in- 
stitutions. While  the  guidance  to  the  group 
will  be  conducted  by  the  staffs  of  NFPCB, 
BNI  Bank,  PT  Pos  Indonesia,  and  other  re- 
lated institutions. 

The  loan  proposal  system  and  Kukesra 
payment  can  be  made  through  the  group  and 
also  the  guidance  will  be  conducted  in  the 
group.  Hence,  in  the  conduct  of  Kukesra  or 
other  poverty  alleviation  program,  the  exist- 
ence of  the  group  is  pivotal.  Likewise,  in 
the  housing  environment  of  Pre-Prosperous 
Family  and  Prosperous  Family  I  where 
there  is  no  IPPKS,  there  should  be  UPPKS. 
The  UPPKS,  is  suggested  to  lead  other  pre- 
Prosperous  Family  and  Prosperous  Family  I 
that  are  not  yet  a  member  to  getting  the 
cheap  credit  aid.  In  general,  the  UPPKS 
has  three  functions:  (1)  as  a  social  institu- 
tion to  hold  Takesra  and  Kukesra;  (2)  as 
a  place  to  develop  the  spirit  and  ability  of 
business  activity;  (3)  as  a  place  to  organ- 
ise productive  business  activity  of  the  fam- 
ily as  a  common  activity  to  have  a  credible 
bargaining  power. 

Source  of  Funding 

On  October  2,  1995  a  joint  agreement  was 
signed  between  a  number  of  industrialists, 
called  the  "Jimbaran  Group".  The  Jimbaran 
Group  and  government  formed  a  partner- 
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ship  to  provide  23  billion  rupiahs  to  pro- 
vide initial  capital  for  Lit  5  million  pre-pros- 
perous  and  prosperity  stage-I  families,  who 
because  of  economic  reasons  live  in  non- 
IDT  villages.  Following  the  agreement  of 
the  "Jimbaran  Group"  to  provide  capital 
for  pre-prosperous  and  prosperity  stage-I 
families  living  in  the  non-IDT  villages,  the 
Indonesian  government  initiates  the  Pre- 
sidential Decree  No.  90/1995  concerning  the 
regulation  for  organisations  and  business- 
men with  a  net  income  of  over  100  mil- 
lion rupiahs  to  contribute  two  per  cent  of 
their  income  after  taxes  to  help  the  pre- 
prosperous  and  prosperity  stage-I  family. 
Funds  from  these  sources  are  expected  to 
reach  about  250  million  rupiahs  per  year. 
The  prosperous  family  development  pro- 
gram then  has  become  more  stable  since 
the  government  issued  Presidential  Instruc- 
tion No.  3/1996  concerning  the  Prosperous 
Family  Development  in  the  framework  of 
Poverty  Alleviation. 

Furthermore,  to  manage  Kukesra  funds 
which  is  collected  from  many  sources,  such 
as  the  government,  individuals,  community, 
and  family,  the  government  established  a 
foundation  called  Yayasan  Dana  Sejahtera 
Mandiri  (YDSM).  The  role  of  YDSM  founda- 
tion is  to  collect  the  funding  from  a  num- 
ber of  industrialists  who  are  eligible  for 
supporting  the  Kukesra  Program  based  on 
Presidential  Decree  No.  90/1995.  The  funds 
collected  by  the  YDSM  foundation  then  is 
distributed  to  the  execution  agencies  of  Ku- 
kesra which  are  BNI  Bank,  PT  Pos  Indone- 
sia and  NFPCB.  Total  funds  that  has  been 
collected  by  YDSM  from  companies  or  bu- 
siness persons  until  20  May  1997  amount- 
ed to  approximately  765  billion  rupiahs  or 
around  325  million  US  dollars. 
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According  to  the  MOU  among  YDSM 
foundation,  NFPCB,  BNI  Bank,  and  PT  Pos 
Indonesia.  BNI  Bank,  the  institution  that 
manages  the  money,  will  distribute  the 
funds  based  on  the  application  from  NFPCB. 
Based  on  the  application  the  head  office  of 
BNI  bank  then  transfers  the  money  to  the 
BNI  bank  at  the  provincial  level.  BNI  bank 
at  the  provincial  level  then  distributes 
the  money  to  the  BNI  bank  at  the  regency 
level.  The  BNI  bank  at  regency  level  then 
distribute  the  money  to  the  Indonesia  Post 
company  at  the  regency  level  which  cor- 
respond to  the  number  of  group  creditors 
which  have  already  been  eligible  for  re- 
ceiving the  credit.  The  Indonesia  Post  Com- 
pany at  regency  level  then  distributes  the 
money  to  the  post  office  at  the  district/ 
sub-district  level.  From  this  level,  the  mo- 
ney is  then  distributed  to  the  creditor.  The 
long  distribution  process  from  the  head 
office  of  BNI  bank  to  the  post  office  at 
the  district/sub-district  level  in  many  cases 
causes  a  delay  of  funding  distribution  to 
the  creditor  group. 

Furthermore,  after  receiving  the  report 
from  the  post  office  at  the  district/sub-dis- 
trict level,  the  post  office  at  the  regency 
level  reports  to  the  BNI  bank  at  the  regency 
level.  The  BNI  bank  at  the  regency  level 
then  makes  a  report  to  BNI  bank  at  the 
provincial  level  with  the  copy  to  the  post 
office  at  the  regency  level  and  the  NFPCB 
office  at  the  regency  level.  The  BNI  bank 
at  the  provincial  level  then  recapitulates 
the  report  from  the  regency  level  then 
sends  the  report  to  the  head  office  with 
the  copy  to  NFPCB  office  at  the  prov- 
incial level.  The  head  office  of  BNI  bank 
makes  a  monthly  report  to  NFPCB  based 
on  the  report  from  the  BNI  bank  at  the 


provincial  level,  with  the  copy  to  YDSM 
foundation. 

The  funding  for  poverty  alleviation  does 
hot  only  come  from  government  budget- 
ing, tax  payers  or  industrialists'  participa- 
tion but  also  comes  from  community  par- 
ticipation through  the  activity  called  "Care 
Auction"  {Lelang  Kepeduliari).  Lelang  Ke- 
pedulian  is  a  fund  generating  activity  by 
the  community  through  participation  and 
responsible  commitment  to  institutions 
and  individuals  who  want  to  participate 
in  poverty  alleviation  of  Pre-Prosperous 
Family  and  Prosperous  Family  I  without 
expecting  any  reward.  The  fund  generat- 
ing in  the  auction  is  conducted  in  the  re- 
gency/municipality and  up  by  utilizing 
momentum  in  the  local  area.  A  similar  ac- 
tivity with  Lelang  Kepedulian  is  Sara- 
sehan  (a  kind  of  community  meeting)  of 
Prosperous  Family  III  and  Prosperous  Fam- 
ily m  plus,  in  the  framework  of  collecting 
cement  for  house-flooring  of  the  houses  of 
Pre-Prosperous  Family.  Such  activities  in 
Purworejo,  Kebumen  and  Lumajang  have 
been  successful  to  promote  the  Pre-Pros- 
perous Family  stage. 

Another  program  is  Partnership  Pro- 
gram, a  cooperation  between  the  State  Min- 
istry for  Population/NFPCB  with  other  in- 
stitutions and  individuals  to  develop  re- 
sponsible supporting  program  to  alleviate 
poverty  through  the  Prosperous  Family  De- 
velopment Movement  {Gerakan  Pemba- 
ngunan  Keluarga  Sejahtera)  and  Modern 
Family  Development  in  Traditional-Village 
Environment  (Pembangunan  Keluarga  da- 
lam  Suasana  Kota  di  Desa/Bangga  Suka 
Desa)  in  the  form  of:  (a)  grant;  (b)  non-in- 
terest loan;  (c)  loan  with  very  small  inter- 
est. Such  partnership  program  is  the  sym- 
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bol  of  the  cooperation  between  the  State 
Ministry  for  Population/NFPCB  with  part- 
ners under  the  supervision  of  each  respect- 
ive heads  of  the  regencies/municipalities. 

Level  of  Absorption 

A  poor  society  usually  has  limited  bu- 
siness activity.  The  ability  in  opening  an 
opportunity  is  also  limited.  Such  a  limita- 
tion will  affect  their  capability  in  absorb- 
ing productive  credit,  such  as  Kukesra.  If 
the  effort  in  developing  business  activity 
of  the  family  is  successful,  the  readiness 
of  the  family  will  be  enhanced  and  they  are 
ready  to  receive  credit. 

The  phenomenon  can  be  seen  from  the 
absorption  of  Takesra  and  Kukesra  until 
31  March  1997.  Even  though  the  Takesra 
and  Kukesra  fund  programs  have  dropped 
in  BN1  BanWPT  Pos  Indonesia  to  Rp  22.92 
billion  for  Takesra  and  Rp  118.75  billion 
for  Kukesra  respectively,  the  absorption 
was  still  83.97  per  cent  (19.25  billion  rupiahs) 
for  Takesra  and  76.44  per  cent  (90.77  billion 
rupiahs)  for  Kukesra. 

The  five  highest  provinces  in  level  ab- 
sorption for  Kukesra  program  were  Special 
Territory  of  Yogyakarta  (170.88  per  cent), 
North  Sulawesi  (117.41  per  cent),  Bengkulu 
(111.05  per  cent),  South  East  Sulawesi 
(104.51  per  cent)  and  DKI  Jakarta  (83.53  per 
cent).  Meanwhile,  data  from  PT  Bank  BNI 
also  show  that  the  level  absorption  of  Ku- 
kesra program  in  four  provinces  which  are 
Irian  Jaya,  Maluku,  East  Nusa  Tenggara,  and 
East  Timor  were  still  zero  per  cent.  As  for 
the  Takesra  program,  the  five  highest  prov- 
inces in  level  of  absorption  were  North  Su- 
lawesi (97.78  per  cent),  East  Nusa  Tenggara 
("95.68  per  cent),  Bali  (95.33  per  cent),  Yog- 
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yakarta  (94.76  per  cent)  and  Bengkulu 
(94.42  per  cent).  The  lowest  occurred  in 
West  Nusa  Tenggara  (54.06  per  cent). 

Some  obstacles  are  still  being  faced  by 
the  UPPKS,  among  others  the  hardness  to 
find  the  head  of  group,  the  minimum  spirit 
of  businessmanship,  the  very  selective  char- 
acter of  the  group  to  recruit  new  members, 
unconducive  conditions,  and  the  like.  Some 
groups  described  that  guidance  is  still 
needed.  The  creation  of  a  new  activity  in 
social  institutions,  especially  in  poor  so- 
ciety needs  good  planning. 

Concluding  Remarks 

In  the  last  twenty  five  years,  Indone- 
sia's economy  has  been  improving  remark- 
ably. The  most  powerful  indicator  of  the 
success  of  Indonesia's  development  stra- 
tegy and  policy  adjustment  is  the  degree 
of  absolute  and  relative  poverty  reduction. 
Considering  the  development  process  in 
the  last  twenty  five  years,  much  progress 
has  been  made  in  reducing  absolute  pov- 
erty in  Indonesia.  Data  show  that  in  1996, 
the  number  of  poor  people  in  Indonesia 
were  around  22.6  million,  which  was  much 
lower  than  that  in  1970  which  was  54.2 
million. 

In  line  with  the  smaller  number  of  poor 
people,  efforts  in  alleviating  poverty  are  be- 
coming harder  than  before.  There  are  two 
reasons  underlying  that  condition,  name- 
ly: (1)  the  target  group  is  harder  to  find 
than  before;  and  (2)  the  government's  con- 
cern on  poverty  alleviation  is  less  than  be- 
fore since  the  budget  for  alleviating  them 
is  getting  more  expensive.  However,  since 
Indonesian  National  Ideology  and  the  1945 
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Constitution  stipulates  that  all  Indonesian 
people  should  benefit  from  the  develop- 
ment, no  matter  the  cost  and  the  efforts,  pov- 
erty alleviation  has  to  be  done. 

Concerning  the  number  and  location  of 
poor  people  at  present,  the  government  of 
Indonesia  is  aware  that  policy  and  program 
on  poverty  alleviation  cannot  rely  only  on 
macro  economic  policy.  Micro  economic  pol- 
icy or  even  social  policy  should  be  adopt- 
ed together  with  macro  economic  policy 
alleviate  poverty.  One  example  of  micro  eco- 
nomic and  social  approach  in  alleviating 
poverty  in  Indonesia  is  the  development  of 
prosperous  family. 
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Introduction 

THE  last  two  decades  of  the  20th 
Century  recorded  an  increasing- 
ly and  intensified  globalisation 
both  in  trade  and  investment,  and  even 
more  significant  in  the  field  of  finance 
and  capital  market.  Meanwhile,  the  tradi- 
tionally constrained  service  sectors  were 
increasingly  opened,  an  unavoidable  fea- 
ture of  the  ongoing  advancement  of  tech- 
nology and  information  system. 

At  the  same  time,  the  movement  of 
goods  and  services  intra-regional  were  also 
accelerating,  and  regional  cooperation  such 
as  AFTA  responded  with  an  increasing 
integration  toward  Free  Trade  Area.  Not- 
withstanding the  variation  of  level  and 
speed  of  integration  offered  according  to 
the  initial  conditions  of  each  individual 
country,  there  are  some  common  feature  con- 
cerning actions  required  at  the  national  and 
regional  level,  all  of  which  was  driven  by 
the  "win-win  policy"  attitude. 

The  paper  starts  with  discussing  the 
increasing  integration  in  trade,  investment 
and  finance,  followed  by  the  prospects  of 
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the  Asian  economy  in  the  21st  Century.  The 
role  of  AFTA  will  then  be  examined,  be- 
fore concluding  with  some  thought  on  the 
strategy  to  increase  the  role  of  the  ASEAN 
member  countries  to  improve  the  perform- 
ance of  the  region. 

Emerging  Global  Trends  in  the  Asian 
Region 

Roaring  trade  flows  outward  and 
intra  Asian  region 

The  Asian  region  have  outperformed 
the  other  regional  groupings  in  increasing 
the  proportion  of  the  world  output  enter- 
ing world  trade,  as  can  be  seen  from  Table 
1.  It  is  also  worth  noting  that  exports  of 
less  developed  regions  such  as  Cambodia, 
Lao,  Myanmar  and  Bangladesh,  during 
1990-1995  grew  annually  by  60.4  per  cent, 
34.5  per  cent,  27,2  per  cent  and  16.3  per 
cent,  respectively.  Data  also  shows  that  there 
was  a  notable  increase  in  intraregional  trade. 

Moreover,  the  export  products  have  been 
increasingly  varied,  with  the  direction  of 
diversification  away  from  resource-based 
exports  towards  manufacturing  products. 
It  is  also  increasingly  dominant,  as  can  be 
seen  from  the  list  of  three  major  exports 
of  some  member  countries  of  AFTA  (Table  2). 
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Similarly,  the  development  of  the  coun- 
tries in  the  Asian  region  has  accelerated 
the  flow  of  imports  to  each  country,  where 
the  three  prospective  members  of  ASEAN 
experienced  the  highest  growth  of  import 
in  the  region.  Table  3  shows  that  Myanmar 
has  the  highest  annual  growth  of  import 
with  an  average  annual  increase  of  44.4 
per  cent  during  1990-1995,  followed  by 
Cambodia  (41.1  per  cent),  Lao  (23.1  per  cent), 
while  the  latest  member,  Vietnam,  grew 
slightly  slower  by  20.9  per  cent. 

Intensifying  financial  and  capital 
markets  integration 

On  the  other  hand,  the  financial  and 
capital  markets  were  also  booming  and  con- 
stantly more  integrated.  While  the  world 
stock  market  capitalisation  rose  threefold 
from  US$4.7  trillion  in  1985  to  $15.2  trillion 
in  1995;  capitalisation  in  emerging  markets 
in  Asia  rose  comparably  rapid.  The  value 
of  shares  traded  on  emerging  markets  in- 
creased from  less  than  three  per  cent  of  the 
$1.6  trillion  world  total  in  1985  to  17  per  cent 
of  the  $9.6  trillion  value  of  shares  traded 
on  all  the  world's  exhanges  in  1994. 

The  role  of  International  Investors  in- 
creased equally  drastic,  where  portfolio  in- 
vestment flowed  to  the  emerging  markets 
multiplying  nearly  forty  folds  within  a 
decade,  from  $100  million  in  1985  to  $39 
billion  in  1995.  FDI  flows  has  also  increas- 
ed tremendously,  and  the  less  developed 
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countries  have  become  more  active  particip- 
ants (Table  4).2 

It  also  shows  that  the  FDI  inflows  into 
the  ASEAN  economies  are  far  exeeding  the 
other  Asian  countries  except  for  China;  led 
by  Malaysia,  Thailand  and  Indonesia.  For 
the  period  1990-1994,  for  example,  Indone- 
sia ($1,693)  outpaced  Hong  Kong  ($1,597) 
in  inviting  FDIs,  although  it  was  far  be- 
low China's  absorption  capacity,  which 
has  increased  by  more  than  sevenfold  from 
$2,282  accumulated  during  1984-1989,  to 
$16,062  during  1990-1994. 

The  upsurge  of  equity  market  in  the 
Asian  countries  (Table  5)  reflects  the  in- 
creasing role  of  capital  market  as  a  source 
of  finance  in  these  countries,  whereas  in 
less  than  a  decade,  market  capitalisation 
was  growing  in  the  order  of  over  ten  fold 
for  most  countries.  Undoubtedly,  these  were 
all  due  to  the  deregulation  in  the  capital 
market  as  well  as  the  opening  up  to  for- 
eign investors.  For  example,  the  growth 
of  capitalisation  in  Indonesia's  capital  mar- 
ket from  $  one  billion  in  1987  to  $75  bil- 
lion in  1996  was  fantastic,  trigered  by  per- 
mitting foreigners  to  invest  in  Indonesian 
public  companies  with  a  49  per  cent  limit. 
Malaysia  grew  from  $10  billion  to  $240 
billion  during  the  same  period,  while  Thai- 
land grew  even  faster  from  $  five  billion  to 
$149  billion. 

Toward  healthier  and  prudent  eco- 
nomic management 

What  are  the  causes  of  this  fantastic 
development  within  the  Asian  and  espe- 
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cially  the  ASEAN  region?  Undeniably,  the 
increasing  per  capita  income  and  the  con- 
sistent outward-oriented  macro  policies  are 
the  two  most  important  factors  explaining 
the  fantastic  growth  of  these  economies.  In 
addition,  continuous  unilateral  trade  liber- 
alisation adopted  on  non-discriminatory 
based  on  Most  Favoured  Nation  (MFN) 
spirit  has  played  an  equally  important  role 
in  boosting  the  economic  and  trade  activ- 
ities of  the  nations.  Table  6a,  6b,  and  Table 
7  provide  a  breakdown  of  changes  in  trade 
and  investment  regimes  and  incentives 
given  to  industry  in  most  countries. 

Table  6a  and  6b  demonstrate  that  coun- 
tries which  are  included  in  the  "East  Asian 
Miracle"  such  as  China,  Malaysia,  Thai- 
land and  Indonesia  has  adopted  much  ear- 
lier the  open  foreign  investment  policy  and 
gradually  liberalising  the  investment  regu- 
lation, compared  to  the  other  countries  in  the 
region.  A  variety  of  fiscal  incentives  were 
also  offered  to  increase  each  country's  at- 
tractiveness to  foreign  investors.  The  market 
friendly  environment  has  indeed  increased 
the  economic  dynamism  of  the  region. 

The  flow  was  not  only  coming  from  the 
traditional  source  such  as  the  US,  Japan, 
and  Western  European  Countries;  but  data 
also  shows  that  there  is  an  increasing  par- 
ticipation in  intraregional  flows.  World  De- 
velopment Report  1995  stated  that  for  the 
economies  of  China,  Hong  Kong,  Indonesia, 
Malaysia,  the  Philippines,  the  Republic  of 
Korea,  Singapore,  Taiwan  and  Thailand,  the 
share  of  the  inward  stock  from  among  them- 
selves increased  from  25  per  cent  in  1980 
to  37  per  cent  in  1993. 
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Eventually,  the  trade  regime  was  liber- 
alised in  the  same  manner  and  with  even 
a  faster  speed.  As  can  be  seen  from  Table  7, 
individual  countries  in  the  Asian  region  has 
taken  initiative  to  liberalised  their  trade  bar- 
riers, although  it  is  still  confined  to  cutting 
the  tariff  rates.  Moreover,  an  increasing  num- 
ber of  countries  have  pledged  their  time 
schedules  of  trade  liberalisation,  most  not- 
able of  which  are  the  ASEAN  members  who 
are  aiming  at  a  free  trade  area  in  2003. 

However,  it  is  noteworthy  to  stress  the 
important  role  of  domestic  saving  mobilisa- 
tion in  supporting  the  economic  growth  ex- 
perienced by  these  countries.  For  example, 
in  Indonesia,  while  domestic  investment 
rose  from  30  per  cent  of  GDP  in  1980  to 
around  40  per  cent  of  GDP  in  1995,  it  has 
been  increasingly  financed  by  domestic 
savings  which  reached  35.8  per  cent  of 
GDP  in  1995  (Table  8),  a  hike  from  the  20 
per  cent  range  in  the  1980s.  The  savings 
rate  in  Malaysia  (37.2  per  cent)  and  Thai- 
land (36.5  per  cent)  illustrated  the  same 
story  of  how  important  domestic  savings 
in  supporting  their  investment  rate  of  40.6 
per  cent  and  43.1  per  cent  of  GDP,  respect- 
ively. Again,  these  development  were  made 
available  through  the  liberalisation  in  the 
financial  market  which  can  be  seen  from 
the  high  ration  of  broad  money  to  GDP; 
while  thrift,  hard  work  and  entrepreneur- 
ship  are  the  additional  causes  of  high  rates 
of  savings  and  investment. 

The  most  important  feature  from  the 
macro  economic  management  point  of  view 
is  the  consistently  prudent  monetary  and 
fiscal  policies  implemented  by  most  of 
these  countries,  which  has  enable  the  main- 
tenance of  price  and  exchange  rate  stabil- 
ity, without  much  pressures  from  budget 
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deficits.  Inflation  rate  in  these  countries  are 
well  below  10  per  cent  per  annum.  The  com- 
bined policy  has  not  only  keep  the  eco- 
nomy stable,  but  has  been  successful  in 
promoting  competitive  sectors  that  has 
boosted  the  export  of  the  region. 

Table  8  also  indicates  that  some  coun- 
tries have  improved  the  social  indicators, 
which  add  to  the  social  and  political  sta- 
bility within  the  countries  in  the  region. 
For  example,  Vietnam,  Lao  and  Myanmar 
were  able  to  suppress  their  infant  mortality 
rate  while  increasing  the  adult  literacy  rate 
ahead  of  Pakistan,  Bangladesh  and  India. 


Asia's  Economic  Prospects  in  the 
21st  Century 

Evidence  shows  that  the  Asia-Pacific  is 
the  most  dynamic  region  in  the  world  eco- 
nomy today,  with  the  Asian  NIEs  plus  Sev- 
eral ASEAN  countries  as  the  driving  force 
of  the  World  Bank  term  of  "East  Asian 
Miracle".  The  increasing  number  of  Intra- 
Asian  trade  from  about  a  quarter  in  1980  to 
31  per  cent  in  1986  which  increase  further 
to  43  per  cent  of  total  Asian  exports  in  1995 
is  an  indicator  of  the  increasing  interdepen- 
dence within  this  region,  based  on  growing 
trade  and  investment  ties.  Most  experts  agree 
that  the  important  pull  factors  of  this  increas- 
ing trade  flows  is  the  rising  incomes  of  most 
of  the  Asia-Pacific  developing  nations, 
coupled  with  a  consistent  outward-oriented 
macro  policies  and  continuous  unilateral  trade 
liberalisation  adopted  on  non-discriminatory 
based  on  Most  Favored  Nation  (MFN)  spirit. 
Because  of  its  huge  growth  potential,  the 
Asia-Pacific  region  will  be  of  increasing  eco- 


nomic significance  to  the  world's  future, 
and  one  of  the  regions  in  which  the  rest  of 
the  world  will  find  the  most  room  for  export 
market  growth. 

It  is  widely  understood  that  all  Asian 
countries  share  an  overwhelming  interest  in 
maintaining  and  strengthening  the  global 
trading  system.  The  only  tactical  issue  left 
undecided  was  how  this  goal  can  be  pur- 
sued most  effectively.  Since  the  Asia  Pa- 
cific region  will  likely  gain  growing  share 
of  world  trade  in  the  near  future,  it  is  very 
logical  to  presume  that  the  region  will  gain 
more  from  freer  trade  and  investment  than 
any  other  area.  Data  show  that,  despite  the 
increasing  intra-regional  trade,  the  Asia  Pa- 
cific is  still  highly  dependent  on  extra-re- 
gional trade  and  therefore  will  gain  most 
from  MFA  based  multilateral  system.  United 
Nations  (1997)  stated  that  the  share  of  mer- 
chandise exports  of  the  Asia  Pacific  regions 
absorbed  by  developed  market  economies 
remains  high  (53  per  cent  in  1994). 

This  is  might  be  the  reason  why  the 
Eminent  Person  Groups  of  APEC  recom- 
mend a  move  toward  free  trade  by  the 
year  2020.  They  argued  that  the  proposal 
of  Free  Trade  will  affect  greatly  the  flow 
of  goods  among  member  countries,  since 
all  tariffs  and  other  trade  barriers  would 
have  to  be  eliminated.  Consequently,  more 
market  access  will  be  created,  and  who 
benefited  from  the  free  trade  will  solely 
depend  on  the  ability  of  each  country  -- 
both  government  as  well  as  private  sec- 
tor —  to  produce  efficient  goods  that  are 
competitive  in  the  market.  The  similarity 
of  types  of  goods  traded  are  unavoidable, 
and  therefore  trade  diversion  will  likely 
to  happen  -  albeit  it  is  probably  small. 
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In  light  of  these  moves  toward  freer 
trade  and  investment  flow,  how  should  one 
predicts  the  future  of  the  Asian  region  in 
the  next  millenium?  Will  the  21st  Century 
be  dominated  by  the  Asian  countries? 

It  is  not  an  easy  task,  as  there  are  many 
uncertainties  involved  in  predicting  the 
future,  and  they  very  much  depend  on  the 
accuracy  of  the  assumptions  used.  Never- 
theless, there  is  strong  evidence  that  sug- 
gests the  present  trend  of  increasing  in- 
tegration will  continue.  The  export  potential 
of  the  Asian  region  will  likely  continue,  as 
the  economies  of  the  developed  countries 
which  absorb  a  large  chunk  of  the  produc- 
tion of  the  Asian  economies  is  predicted 
to  grow  quite  healthily.  Various  agencies 
predicted  that  the  world  economy  will  grow. 
The  World  Bank  forecasts  a  6.3  per  cent 
annual  growth  of  world  merchandise  trade 
volume  over  the  period  1996-2005,  where 
East  and  South-East  Asia  grew  even  faster 
(10.1  per  cent)  than  South  Asia  (7.3  per  cent). 
Similarly,  IMF  predicts  an  annual  average 
increase  of  seven  per  cent  growth  of  trade 
in  goods  and  services  during  1998-2001. 

The  same  optimism  was  also  found  for 
the  movement  of  financial  flows  as  well  as 
FDI,  whereby  the  Asian  countries  will  remain 
the  most  attractive  region  for  foreign  invest- 
ment due  to  its  huge  domestic  market  and  the 
increasing  real  income  per  capita.  As  most 
of  the  Asian  countries  are  highly  populated, 
most  of  the  FDIs  are  labour-intensive  in  na- 
ture, in  particular  those  entering  new  comers 
such  as  Vietnam,  Lao,  Cambodia,  Myanmar, 
India,  Pakistan  and  Bangladesh.  Hence,  the 
FDIs  are  inclined  to  contribute  significantly 
to  employment,  which  in  turn  will  lift  up 
some  big  part  of  the  people  from  poverty. 
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As  a  result,  while  the  developed  eco- 
nomies such  as  the  US,  Western  Europe 
and  Japan  is  projected  to  grow  at  the  range 
of  two  per  cent  to  four  per  cent  per  annum, 
most  of  the  countries  in  the  Asian  region 
are  forecasted  to  grow  between  six  per  cent 
to  ten  per  cent  range  on  average  annually 
over  the  period  1996-2000  (United  Nations, 
1997).  It  was  believed  that  these  accelerated 
growth  will  be  achieved  with  manageable  in- 
flation rate  to  sustain  the  development  in 
the  21st  century.  As  shown  in  Table  9, 
even  Pakistan,  Bangladesh  and  India  are 
predicted  to  grow  around  seven  per  cent  per 
annum  over  the  period  1996  to  the  year  2000, 
getting  closer  to  the  performance  of  the  East 
Asian  Economies  such  as  Singapore,  China, 
Malaysia,  Thailand  and  Indonesia. 


Conclusion:  the  Role  of  AFTA 

AFTA  covers  a  region  made  up  of  more 
than  400  million  people,  and  marked  as  the 
fastest-growing  region  in  the  world  with 
strong  external  orientation.  Although  the 
ASEAN  countries  are  very  diverse,  but  growth 
in  the  region  continues  to  be  robust,  as  shown 
in  Table  9  above.  Appendix  I  shows  that  In- 
tra ASEAN  trade  remains  a  small  percentage 
of  total  trade  of  each  of  the  ASEAN  countries, 
and  a  large  share  is  accounted  for  by  Singa- 
pore's entreport  trade  (Pangestu,  1995). 

The  agreement  by  ASEAN  countries  to 
achieve  an  ASEAN  Free  Trade  Area  in  15 
years,  was  motivated  by  the  drive  to  in- 
crease the  competitiveness  of  each  ASEAN 
country  by  creating  an  ASEAN  production 
centre  to  service  global  markets  through  re- 
source pooling  and  economies  of  scale  (Pa- 
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ngestu,  1995,  4).  The  newest  member,  Viet- 
nam, and  prospective  members,  Lao  and 
Cambodia,  were  all  preparing  themselves  and 
liberalising  their  economies  fast  enough,  as 
shown  in  Table  10. 

However,  given  its  small  market  size, 
AFTA  must  be  outward  looking  and  being 
so  it  should  contribute  to  the  wider  process 
of  trade  liberalisation  within  East  Asia,  the 
Pacific  and  globally  (Chng  Mng  Keng, 
AFTA  Reader  II,  3).  All  member  countries 
agree  that  the  benefits  of  liberalisation  under 
AFTA  is  greater  if  it  was  multilateralised. 

The  modality  of  tariff  reduction  was 
the  CEPT  (Common  Effective  Preferential 
Tariff)  scheme,  when  AFTA  was  first  ini- 
tiated in  1993,  the  Inclusion  List  of  the 
CEPT  Scheme  consisted  of  41.147  tariff 
lines  which  were  to  be  subjected  to  a 
schedule  of  tariff  reduction  to  bring  them 
to  a  range  of  zero  to  five  per  cent  by  the 
year  2008  (Table  11).  As  the  Intra-regional 
trade  increased  from  $79.1  billion  in  1993 
to  $111.1  billion  in  1994  representing  a  41 
per  cent  change  in  a  year;  the  intra-regional 
trade  in  CEPT  products  increased  from 
$64.4  billion  to  $92.6  billion  over  the  same 
period  (ASEAN  Secretariat,  1996  b). 

Since  then,  there  have  been  important 
changes  in  the  composition  of  the  CEPT 
package,  following  the  decisions  of  the 
ASEAN  Economic  Ministers  to  expedite  the 
realisation  of  AFTA,  shortening  the  time 
frame  from  15  to  10  years,  to  transfer  products 
in  the  Temporary  Exclusion  List  to  the  Inclu- 
sion List  in  5  equal  installments  beginning 
from  1  January  1996,  and  to  include  unproc- 
essed agricultural  products  (UAP)  into  the 
CEPT  scheme  (from  AFTA  Reader  IV,  2-3). 
As  a  result,  the  number  of  tariff  lines  in  the 
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Inclusion  List  has  increased  to  44.642.  The 
package  also  includes  Vietnam's  tariff  reduc- 
tion commitments  for  1996  (Table  12). 

The  current  tariff  reduction  schedules 
show  that  40.9  per  cent  of  total  tariff  lines 
will  be  at  zero  per  cent  in  the  ending 
year  2003  (Table  13).  However,  in  terms  of 
trade  value,  these  products  account  for  a 
large  proportion  of  intra-ASEAN  trade  i.e. 
US$32.46  billions  or  78.7  per  cent  of  the 
total  intra-ASEAN  imports.  Hence,  nearly 
80  per  cent  of  intra-ASEAN  imports  in  the 
year  2003  will  have  their  tariffs  completely 
eliminated  (AFTA  Reader  IV,  41). 

Will  then  AFTA  have  any  impact  on  the 
Asia's  economic  growth  in  the  21st  cen- 
tury? Many  predicts  that  AFTA  will  con- 
tributed a  large  share  of  activities  within 
the  Asia  region,  not  only  as  a  source  of 
goods  and  services  but  also  as  a  source  of 
investment  funds.  As  shown  in  Table  14, 
apart  form  the  CEPT  scheme  exclusively 
for  the  AFTA  members,  in  fact  ASEAN 
member  Countries  have  also  reduced  ta- 
riffs on  a  Most-Favoured  Nation  (MFN)  basis 
over  the  past  two  years.  Apparently,  almost 
all  member  countries  have  conducted  the  ef- 
fort, and  some,  like  Indonesia  and  Thailand, 
have  done  it  more  than  once.  This  unilat- 
eral tariff  reduction  reflects  ASEAN' s  ad- 
herence to  the  principle  of  open  regionalism. 

Various  non-tariff  barriers  are  still  in 
existence,  despite  the  introduction  of  other 
trade  liberalisation  measures  such  as  elim- 
ination of  QRs,  Elimination  of  NTBs,  and 
Customs  Harmonisation.  Similarly,  although 
services  have  now  surpassed  manufactur- 
ing in  terms  of  their  importance  in  the  over- 
all structure  of  most  ASEAN  member  coun- 
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mising.  Scope  for  more  serious  considera- 
tion of  broadening  the  collaboration  is  still 
open.  The  initiative  taken  recently  by  some 
Central  Banks  in  East  and  Southeast  Asia 
to  cover  the  risk  of  exchange  transactions, 
is  a  good  example  of  how  the  region  can 
defend  mutual  interest  to  avoid  crisis  due 
to  the  increasing  openness  of  capital  flow. 


APPENDICES 


Table  1 

EXPORTS  IN  A  SELECTED  ASIAN  REGION 


Country 

As  Percentage  of  GDP 

Rate  of  Change  of  Values 

1980-1984 

1985-1989 

1990-1995 

1980-1984 

1985-1989 

1990-1995 

World 

-0.9 

9.3 

6.8 

Japan 

12.8 

10.1 

9.0 

7.3 

10.2 

8.4 

Singapore 

139.0 

141.5 

134.5 

5.7 

14.2 

17.9 

Hong  Kong 

74.4 

100.5 

116.5 

9.9 

21.3 

15.6 

Brunei  Darussalam 

87.9 

66.9 

58.0 

-8.2 

-8.2 

4.9" 

Rep.  of  Korea 

30.0 

31.6 

25.5 

13.9 

17.1 

12.6 

Malaysia 

48.1 

57.1 

77.4 

7.0 

9.8 

19.8 

Thailand 

18.5 

23.9 

30.5 

3.7 

23.0 

18.9 

Philippines 

15.6 

17.1 

20.4 

-2.0 

8.8 

14.9 

Indonesia 

25.8 

22.7 

23.9 

-2.1 

0.9 

12.7 

Sri  Lanka 

23.3 

21.0 

26.3 

9.5 

2.0 

16.1 

China 

7.6 

11.8 

19.8 

8.6 

16.3 

19.2 

Pakistan 

9.9 

11.6 

14.4 

1.2 

13.3 

9.6 

India 

4.7 

4.6 

7.6 

4.5 

10.6 

11.8 

Lao  PDR 

7.3 

6.0 

15.6 

14.5 

7.8 

34.5 

Cambodia 

14.4 

6.9 

37.9 

60.4 

Viet  Nam 

10.7 

25.6 

3.5 

31.2 

19.2 

Bangladesh 

6.2 

6.4 

9.3 

6.8 

7.6 

16.3 

Myanmar 

6.6 

2.1 

1.0 

-10.2 

-5.2 

27.2 

Source:  United  Nations.  Economic  and  Social  Survey  of  Asia  and  the  Pacific  1997,  Table  111  2  and  DM. 
a 1990- 1994 


tries,  but  various  constraints  to  access  bar- 
riers for  foreign  services  are  still  noted. 

Nevertheless,  if  the  intention  to  create 
a  production  centre  in  the  region  can  be  ful- 
filled, as  indicated  by  the  increasing  share 
of  AFTA  trade  and  investment  flow,  the  role 
of  AFTA  in  the  21st  century  are  quite  pro- 
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Table  2 

THREE  MAJOR  EXPORTS  OF  SELECTED  ECONOMIES  IN  THE  AFTA  REGION 
(at  the  SITC  Revisin  2  Group  Level,  Average  1981-1982  and  1991-1992) 


Country                          As  Percentage  of  Country 

Merchandise  Exports 

n  A<= 

P*»rr*»nt£ic 

^UUIILI^                                                                                                     1              ±    W1WW11LU£,W  W*. 

Merchandise  Exports 

1981-1982 

1991-1992 

1981-1982 

1991-1992 

di  unci  jjiirussjMiii 

v^ruoe  peiruieuiu 

Uaj,  lltillllul  clliu 

96  7 
56.4 

94.2 
49.1 

Philippines 

Special  transactions 
Sugar  and  honey 

41.8 
23.8 
9.7 

37.6 
16.6 

manuidCLui  cu 

40.3 

41.3 

Ores  and  concentrates  of 

Petroleum  products, 
refined 

3.8 

nrm-fptrniis  hflse  metals 

Transistors,  valves,  etc. 

8.3 

10.6 

Cambodia 

37.6 

84.6 

Clothing  accessories 

10.4 

Ores  and  concentrates  of 
non-ferrous  base  metals 
Structures  and  parts  nes 
Wood 

Clothing  accessories 
Natural  rubber,  gums 

25.1 
12.5 

45.5 
28.1 
10.9 

Singapore 

Petroleum  products 
Special  transactions 
Electrical  machinery  nes 
Automatic  data  processing 
machines  and  units  there- 

41.3 
26.8 
7.9 
6.6 

40.0 
14.6 

Indonesia 

76.9 

41.0 

of;  parts  of  and  accessories 

Crude  petroleum 

62.9 

17.6 

suitable  for  office  machines 

18.3 

Gas,  natural  and 

Television  receivers,  radio 

manufactured 

14.1 

13.0 

broadcast  receivers,  sound 

Veneers,  plywood,  improved 
or  reconstituted  wood 

10.3 

recorders,  gramophones, 
dictating  and  sound 

Malaysia 

Crude  petroleum 
Wood  rough 
Rubber  crude,  synthetic 
Thermionic,  cold  and 

photo-cathode  values, 

tubes  and  parts 
Crude  petroleum,  gas, 

natural  and  manufactured 

48.6 
26.5 
10.6 
11.6 

34.6 

13.8 
12.9 

recorders 

I hauand 

Rice 

Vegetables,  fresh,  chilled, 

frozen,  simply  pre- 

 i,  .    .  i  

served;  roots,  tubers 

JO.  1 
i  £  i 

10. 1 

12.2 

7.1 

17.9 
4.3 

Sugar  and  honey 
Fish,  crustaceans  and 
molluscs  fresh,  chilled, 
frozen,  salted  prepared 

7.9 

Other  wood  in  the  rough  or 
roughly  squared  and  wood, 

simply  worked,  and  rail- 

or preserved,  nes 

8.7 

way  sleepers  of  wood 

7.8 

Part  of  and  accessories 
suitable  for  office  ma- 
chines and  automatic  data 

Myanmar 

53.7 

54.2 

Rice 

28.3 

processing  machines  and 

Wood 

25.5 

22.1 

units  thereof 

4.9 

Vegetable,  fresh,  chilled, 

frozen,  simply  preserved; 
roots,  tubers 

16.2 

Special  transaction 

15.9 

Source:  United  Nations,  Economic  and  Social  Survey  of  Asia  and  the  Pacific  1997,  Annex  Table  III.  1 
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Table  3 


IMPORTS  IN  A  SELECTED  ASIAN  REGION 


Country 


As  Percentage  of  GDP 


1980-1984 

1985-1989 

1  000-1 QQS 

i  you-i  yo4 

1985-1989 

1990-1995 

-0.7 

0  A 

6.5 

11.8 

7.0 

6.5 

-0.7 

Q  fi, 

y.o 

o  c 
5.5 

176.8 

159.0 

148.2 

5.2 

1  9  Q 

16.7 

84.0 

98.3 

122.5 

8.6 

i  /.y 

17.6 

22.9 

31.0 

3.1 

6  8 

1  S  f? 

34.0 

29.2 

27.4 

8.7 

1  5  6 

14.J 

44.2 

45.8 

78.6 

6.8 

1  1  » 

11.0 

2.5.1 

26.1 

29.1 

38.7 

3.8 

zz.o 

10  r 

lo.o 

23.2 

21.7 

33.1 

-5.8 

13.3 

17.2 

16.5 

15.0 

20.0 

7.9 

5.0 

17.0 

38.5 

30.9 

37.6 

-2.0 

3.8 

15.1 

7.5 

14.5 

18.4 

7.8 

19.7 

14.6 

20.2 

18.3 

19.1 

2.4 

4.4 

8.8 

7.8 

6.9 

8.7 

0.9 

6.2 

9.9 

25.9 

19.5 

29.3 

15.3 

3.4 

23.1 

9.5 

21.8 

17.9 

1.4 

41.1 

23.4 

29.4 

7.8 

8.4 

20.9 

18.9 

16.7  , 

17.8 

11.7 

5.8 

11.0 

5.4 

2.3 

1.3 

-7.5 

-3.3 

44.4 

World 

Japan 

Singapore 

Hong  Kong 

Brunei  Damssalam 

Rep.  of  Korea 

Malaysia 

Thailand 

Philippines 

Indonesia 

Sri  Lanka 

China 

Pakistan 

India 

Lao  PDR 

Cambodia 

Viet  Nam 

Bangladesh 

Myanmar 


Source:  United  Nations, 
al  990-1 994. 


Economic  and  Social  Survey  of  Asia  and  the  Pacific  1997,  Table  III.2  and  III.4. 


Table  4 

FOREIGN  DIRECT  INVESTMENT  INFLOWS 
(Millions  of  US$) 

Country   Average   Country  Average 


1984-1989      1990-1994  1984-1989  1990-1994 


Japan 

81 

1,623 

Sri  Lanka 

36 

115 

Singapore 

2,239 

4,682 

China 

2,282 

16,062 

Hong  Kong 

1,422 

1,597 

Pakistan 

136 

322 

Brunei  Darussalam 

6 

India 

133 

269 

Rep.  of  Korea 

592 

818 

Lao  PDR 

1 

29 

Malaysia 

798 

4,174 

Cambodia 

31 

Thailand 

676 

1,788 

Vict  Nam 

2 

39 

Philippines 

326 

757 

Bangladesh 

1 

7 

Indonesia 

406 

1,693 

Myanmar 

Ac 

'  in 

Source:  United  Nations,  Economic  and  Social  Survey  of  Asia  and  the  Pacific  1997,  Table  IV.  5. 


Table  5 

DEVELOPMENT  OF  EQUITY  MARKETS  IN  SELECTED  ASIAN  COUNTRIES 


Country 


Year  of  establishment 
of  stock  exchange(s) 


Growth  of  capitalization 
(billions  of  US  dollars) 
1987  1996 


Status  of  foreign 
participation 


Regulatory  agency 


Bangladesh 


Dhaka  Stock  Exchange 
revitalized  in  mid-1970s 


China 


India 


Indonesia 


Malaysia 


Pakistan 


Philippines 


Rep.  of  Korea 


Singapore 


Shanghai  and  Shenzen 
Stock  Exchanges 
established  in  late  1980s 


Several  local  stock 
exchange  exist.  A 
National  Stock  Exchange 
is  under  establishment 

Jakarta  Stock  Exchange 
revived  in  1 977 


Kuala  Lumpur  Stock 
Exchange  established 
in  1960 

Karachi  Stock  Exchange 
established  in  1 948, 
Lahore  Stock  Exchange 
in  1970  and  Islamabad 
Stock  Exchange  In  1992 

The  Manila  Stock  Exchange 
and  the  Makati  Stock 
Exchange  merged  in  1 993 
to  form  the  Philippine 
Stock  Exchange 

Seoul  Stock  Exchange 
established  in  early  1970s 


Thailand 


12 


10 


Since  1992,  100% 
equity  participation  by 
forelgnorallowod;  some 
registration  procedures 
required  to  ensure 
repatriation  rights 

42       As  of  March  1993, 

special  classes  of  shares 
(B-shares)  are  available 
to  foreign  Investors 

1 44       Only  listed  foreign 

institutional  investors 
permitted  to  invest  in 
capital  market 

75        Since  1 989,  foreigners 
have  been  permitted  to 
invest  in  Indonesian 
public  companies  with  a 
49%  limit 

240       Listed  stocks  freely 
available  to  foreign 
investors  since  1 989 

1 1        Listed  stocks  freely 
available  to  foreignn 
investors  as  of 
March  1993 


66        Special  classes  of  shares 
(B-shares)  available  to 
foreign  investors  as  of 
March  1993 


30 


The  Stock  Exchange  of 
Singapore  was  formally 
separated  from  the  Kuala 
Lumpur  Stock  Exchange 
in  1989 

Stock  Exchange  of 
Thailand  in  its  current 
form  has  existed 
since  1975 


15 


175  Beginning  in  1992,  foreign 
investors  were  allowed  to 
buy  Koreanstocks  subject 
to  a  12%  ceiling, 

with  share  restrictions 
to  be  removed  gradually 

176  Foreign  investors  are 
allowed  to  buy  stocks  of 
local  companies  and  float 
their  securities  on  the 
Singapore  stock  exchange 

1 49       Since  1 993,  stocks  of 
domestic  companies 
available  to  foreign 
investors  are  subject  to 
a  49%  ceiling. 
Some  registration 
procedures  ate  required  to 
ensure  repatriation  rights 


In  1 994,  a  Security 
Exchange  Commission 
was  constitued 


China  Securities 
Regulatory  Commission 
established  in  1992 


Securities  and  Exchange 
Board  of  India 
established  in  1988 


Bapepam  (the  Capital 
Market  Supervisory 
agency)  established 
in  1976 


The  Security  Exchange 
Commission  set  up  in 
March  1993 

The  Corporate  Law 
Authority  regulates 
and  supervises  the 
capital  market 


The  Securities  and 
Exchange  Commission 
has  undergone  a  total 
reorganization  since 
August  1995 

The  Security  Exchange 
Commission  established 
in  1977 


The  Monetary  Authority 
of  Singapore  has 
extensive  regulatory 
and  supervisory 
responsibilities 

In  1992,  the  Security 
Exchange  Commission 
was  established 


Source:  United  Nations,  Economic  and  Social  Survey  of  Asia  and  the  Pacific  1997,  Table  IV.8. 


Table  6a 


RECENT  CHANGES  IN  INVESTMENT  REGIMES  AND  INCENTIVES  IN  SELECTED  ASIAN  COUNTRIES 


Investment  regime 


Fiscal/financial  conditions 


Bangladesh 

Restricted  sectors  lor  foreign  direct  investment  (FDI) 
Four  local  industries  are  reslricted:   arms,  nuclear  energy, 
forestry  and  railways;  and  regulations  on  drug  manufactur- 
ing effectively  bar  foreign  corporations  from  the  industry. 
Foreign  ownership  restrictions 

1991:  foreign  private  investment  could  be  undertaken 
either  independently  or  as  a  joint  venture. 

1991:    100  per  cent  foreign  equity  was  allowed  on  all 
investments,  not  only  those  In  special  zones. 
Licensing/approvals,  rules  and  procedures 
1991:    no  formal  permission  was  required  to 
set  up  a  company  with  foreign  Investment. 
Performance  requirements 

For  all  export  items,  the  prior  permission  of  the  Bangla- 
desh Bank  to  open  back-lo-back  letters  of  credit  has 
been  waived  as  long  as  such  exports  conform  to  guide- 
lines for  adding  domestic  value. 

China 

Opening-up  to  foreign  investment 

1979:  foreign  investment  allowed  in  Ihe  form  of  joint 
ventures. 

1986:  the.  law  of  China  on  wholly  foreign  owned- 
enlerprises  promulgated.  Various  activities  and  sectors 
have  been  opened  to  FDI  gradually.  The  same  Is  true  for 
opening  up  of  various  areas  and  cities. 
1994:  latest  Industrial  policy  authorized.  Foreign  invest- 
ment projects  for  approval  have  been  grouped  into  four 
types:  encouraged,  promised,  restricted  and  prohibited. 
The  list  of  industrial  sectors  as  regards  foreign  investment 
contains  only  the  items  of  encouraged,  restricted  and 
prohibited  projects.  Projects  not  listed  belong,  to  pro- 
mised group. 

Licensing/approvals,  rules  and  procedures 
Approval  Is  required.    Increasingly  lowor  levels  of  govern- 
ments In  China  are  being  delegated  powers  of  approval. 


Foreign  incentives  for  FDI 

Tax  holidays,  accelerated  depreciation  allowance  and 
duty-lree  Importation  of  capital  goods  for  export-orient^ 
industries. 

Foreign-exchange  repatriation 

Full  repatriation  of  invested  capital,  profits  and  dividends. 
Access  to  domestic  finance 

1992:  foreign  investment  companies  could  borrow  work- 
ing capital  from  commercial  banks  as  term  loans. 


Fiscal  incentives  for  FDI 

Incentivos  are  provided  in  special  economic  zones  and 
other  open  cities.  Incentives  include  reduced  Income  tax 
rales,  tax  holidays  for  projects  Involving  advanced  techno- 
logy, accelerated  depreciation  allowance  and  zero  import 
duty  on  capital  goods  and  raw  material. 


India 

Restricted  sectors  for  FDI 

There  has  been  a  substantial  cutback  in  areas  reserved 
for  public  undertakings  since  1991. 
Foreign  ownership  restrictions/approvals 
Automatic  approval  for  majority  foreign  Investment  (5  per 
cent)  permitted  in  35  sectors;  100  per  cent  equity  owner- 
ship in  export-oriented  industries;  up  to  50  per  cent  in  Ihe 
mining  sector  and  case-by-case  approval  in  all  other 
cases. 

Performance  requirements 

1991:  the  government  dispensed  wilh  local-content 
requirements. 


Fiscal  Incentivos  for  FDI 

Various  lax  incentives,  Including  tax  holidays,  are  pro- 
vided. 

Foreign-exchange  repatriation 

1992:  loreign  investors  in  Ihe  stock  exchange  were 
allowod  to  repatriate  profits  and  exchange  money  at 
market  rales. 

Full  convertibility  of  Ihe  rupee  on  current  accounts. 
Access  to  domestic  finance 

1991:  loreign  companies  had  (unconditional)  access  to 
credit. 


(Continued  on  next  page) 


Investment  regime 


Fiscal/financial  conditions 


Malaysia 

Restricted  sectors  for  FDI 

Some  stales  prevent  any  landholding  by  foreign  compa- 
nies. All  sectors  are  open  to  foreign  investment. 

Foreign  ownership  restrictions 

1988:  100  per  cent  equity  was  allowod  in  projects  cater- 
ing for  the  domestic  market  but  only  for  a  period  of  five 
years.  A  25  per  cent  foreign  participation  ceiling  on 
privatization  has  been  set.  Foreign  equity  of  100  per 
cent  is  allowed  in  projects  exporting  80  per  cent  of  goods 
producted;  up  to  79  per  cent  loreign  equity  is  allowod  if 
exports  equal  51-79  per  cent  of  goods  produced;  30-51 
per  cent  foreign  equity  is  allowed  for  exports  of  20-50  per 
cent  ol  goods  produced;  up  to  30  per  cent  foreign  oquity 
lor  projects  exporting  less  than  20  per  cent  of  production. 

Licensing/approvals,  rules  and  procedures 

1908:    the  approval  process  for  foreign  inveslmont  and 

manufacturing  enterprises  was  simplified.    A  coordination 

centre  on  investment  has  been  set  up  and  bureaucratic 

procedures  have  been  streamlined. 

Performance  requirements 

No  local-content  conditions  apply,  although  manufactured 
products  should  meet  local  content .  guidelines  to  qualify 
for  extended  incentives. 


Fiscal  incentives  lor  FDI 

"Pionoor  status"  companies  are  fully  exempt  from  the 
company  profit  lax  for  a  period  of  live  years.  As  an 
alternative  lo  pioneer  status,  there  is  the  "invoslment  tax 
allowance",  along  with  a  variety  of  other  incentives,  such 
as  deduction  of  research  and  development  expenditure 
and  allowances  lor  training,  exports,  reinvestment  and 
buildings. 

Foreign-exchange  repatriation 

Removal  of  all  current  account  and  most  capital  account 
controls.  Repatriation  of  capital,  prolits  and  dividends, 
foes,  royalties  and  proceods  from  the  sale  ol  assets  in 
Malaysia  by  foreign  investors  is  freely  permitted. 

Access  to  domestic  finance 

Foreign  Investors  aro  allowed  to  avail  themselves  of 
domestic  credit  facilities  to  finance .  Iheir  businesses  in  the 
country. 


Pakistan 

Restricted  sectors  for  FDI 

1990:  the  government  cut  the  number  of  sectors  closed 
to  foreign  participation  to  two:  defence  and  items  subjoct 
to  religious  bans. 

Foreign  ownership  restrictions 

Foreigners  can  now  own  up  to  100  por  cont  of  the  equity 
in  a  business. 

Licensing/approvals,  rules  and  procedures 
1990:    licensing  was  eliminated. 

Performance  requirements 

No  formal  local  content  requirements  apply. 

Philippines 

Restricted  sectors  for  FDI 

Foreign  companies/residents  are  unable  lo  own  land  un- 
der the  1987  constitution  but  can  lease  Hie  land  for  long 
periods.  The.  sectors  of  mass  media,  retail  trado,  rural 
banks  and  marine  resources,  except  deep-sea  fishing  are 
restricted. 

Foreign  ownership  restrictions 

1991:  the  government  allowed  100  per  cont  foreign 
equity  in  most  industries. 

Licensing/approvals,  rules  and  procedures 

Only  those  enterprises  who  wish  to  avail  themsolvos  of 

incenlives  need  approval  from  the  Board  of  Investment. 

1987:    a  One-Stop  Action  Centre  was  established  where 

representatives    from    eight    governmenl    agencies  are 

housed  together. 

Performance,  requirements 

There  are  no  local  content  requirements  except  lor  car 
manufacturers,  where  40  per  cent  local  content  Is 
required. 


Fiscal  incentives  for  FDI 

Tax  holidays  for  longer  periods' in  less  loveloped  areas  of 
the  country;  concessional  rales  of  duties  for  Import  of 
plant  and  machinery  and  capital  gains  tax  exemption  on 
inveslmont  in  listed  companies. 

Foreign-exchange  repatriation 

1991:  permission  was  no  longer  needed  lo  remil  divi- 
dends and  disinvestment  proceeds.  The  government  has 
lifted  virtually  all  foreign  exchange  controls. 

Access  to  domestic  finance 

All  restrictions  on  domestic  borrowing  for  fixed  investment 
were  removed.  For  working  capital,  restrictions  were 
greatly  liberalized. 


Fiscal  incentives  for  FDI 

1987:   the  "tax  holiday"  incentive  was  introduced. 
1989:    the  promotion  of  industrial  estates  and  Infrastruc- 
ture projects  began. 

1994,  1995:  Incentives  to  export-oriented  industries  in 
the  form  of  zero  duty  on  imported  capital  equipment  and 
spare  parts,  and  lax  credits  for  five  years  on  Imported 
raw  rnalorials  (or  production  and  packaging.  Tax  holidays 
In  special  economic  zones. 

Foreign-exchange  repatriation 

1992:    all  rnslrictions  were  removed. 

Somo  remittances  are  subject  to  lax. 


(Continued  on  next  page) 
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Investment  regime 


Fiscal/financial  conditions 


Sri  Lanka 

Restricted  sectors  for  FDI 

Five  sectors  are  reserved:  pawnbroking,  moneylendlng, 
retail  trade  with  capital  less  than  $1  million,  persona! 
services  other  than  tourism,  and  coastal  lishing. 

Foreign  ownership  restrictions 

1991:   100  per  cent  foreign  equity  was  allowed. 

Licensing/approval,  rules  and  procedures 

19'89:    the  government  abolished  all  industrial  licensing 

requirements,  quotas  and  controls,  except  in  areas  such 

as  manufacturing  ammunition,  explosives,  military  vehicles 

and   hardware,    poisons,    narcotics,    alcohol,    toxic  and 

hazardous  materials  and  printing  of  currency. 

1991:     the  free  and  automatic  approval  of  FDI.  was 

introduced. 


Fiscal  inconlives  lor  FDI 

Incentives  are  available  for  investment  in  export-oriented 
projects,  In  backward  areas,  In  Infrastructure  and  tourism 
related  projects.  Incentives  include  tax  holidays,  acceler- 
ated depreciation  allowances  and  concessional  import 
duties. 

Foreign-exchange  repatriation 

Most  types  of  transactions  can  be  remitted  freely. 


Thailand 

Foreign  ownership  restrictions 

1991:  joint  venture  criteria  were  relaxed. 

1991:   foreign  ownership  in  agriculture,  livestock,  lisheries, 

mining  and  services  was  increased  to  a  maximum  of  49 

per  cent. 

1992:    100  per  cent  foreign  ownership  for  firms  exporting 
80  per  cent  of  goods  produced  was  planned. 
Some  sectors  require  majority  Thai  ownership. 

Licensing/approval,  rules  and  procedures 

1991:    the  criteria  for  approving  projects  were  revised  to 

increase  transparency. 

1992:  legislation  was  enacted  to  reduce  administrative 
procedures. 

Performance  requirements 

1993:  local  content  requirement  has  been  removod  on 
many  products.  No  other  performance  requirements  are 
in  place  except  for  firms  applying  for  promotional 
privileges. 

Vietnam 

Restricted  sectors  lor  FDI 

Land  remains  the  property  of  the  Stale  but  can  be  leased 
to  foreigners. 

Foreign  ownership  restrictions 

1987:  foreign  firms  were  tree  to  invest  up  lo  100  per 
cent  equity  in  almost  any  field. 

Licensing/approvals,  rules  and  procedures 

1996:     new  investment  policy  simplified  (he  Investment 

approval  procedures. 


Fiscal  incentives  for  FDI 

Major  tax  incentives  Include  tax  holidays,  exemption  or 
reduction  of  import  duties  on  capital  goods  and  machin- 
ery. Greater  incentives  are  granted  to  export-oriented 
enterprises  and  those  established  in  remote  areas. 

Foreign-exchange  repatriation 

1990-1992:  exchange  regulations  were  relaxed  and 
mostly  abolished. 

Access  to  domestic  finance 

Foreign  Investors  have  full  access  lo  sources  of  domestic 
finance. 


Foreign-exchange  repatriation 

Repatriation  of  capital  is  only  possible  after  an  enterprise 
is  terminated  or  dissolved. 


Source:  European  Round  Table  of  Industrialists,  Survey  on  Improvements  of  Conditions  for  Investment  in  the 
Developing  World  (Brussels,  1993);  and  World  Investment  Report  1992:  Transnational  Corporations 
as  Engines  of  Growth  (United  Nations  Publication,  Sales  No.  E.92.II.A.19);  APEC,  Guide  to  the  In- 
vestment Regimes  of  the  APEC  Member  Economies  1996  (Singapore:  APEC  Secretariat,  1996);  and 
country  studies  on  Bangladesh,  China  and  India  presented  at  the  Seminar  on  the  Promotion  of  Regional 
Economic  Cooperation  in  Foreign  Direct  Investment  Policies  and  Related  Institution-Building  among 
Asian  and  Pacific  Developing  Countries,  Bangkok  3-5  September  1996. 


)le  6b 

INDONESIA:  FOREIGN  INVESTMENT  DEREGULATION 

Previous  Regulation 

New  Regulation  (1995) 

Ownership 

Joint  venture 

Maximum  80%  foreign 

-  except  95%  for  export  oriented  projects 
(since  1986) 

Maximum  95%  in  general 

100%  foreign  ownership 

Not  allowed  oxcopt  for: 

-  Batam  (since  1989) 

-  In  zone  developed  for  growth  triangle* 

-  Located  in  Easter  Indonesia  or 
>  $50  million  (since  April  1992) 

-  Projects  of  $2  million  in  supplier 
industries  (since  October  1993) 

Allowed  freely  except  for  the  nine  sectors 
considered  to  affect  the  welfare  of  many  people 

Divestment  of  Foreign 
ownership 

transfer  of  foreign  share  holding 
to  Indonesian  nationals  or  entity 

51  %  in  20  years  general  rule  except  for: 

-  Batam  and  100%  export  oriented:  5% 

-  Bonded  zone,  20%  in  20  years  beginning 
year  10 

- 100%  foreign  ownership  under  $2  million 
rule:  20%  in  20  years  beginning  year  10 

No  divestment  for  joint  ventures  mandated;  for  100% 
foreign  owned  companies,  some  divestment  in  15 
years  and  amount  of  divestment  up  to  investor 

Minimum  capital 

$1  million  in  general.  Minimum  is  lowered  to 
$250,000  for: 

-  labor  Intensive  (min.  00  workers  and  65% 
product  exported  or  supplier  Industry 

-  certain  services 

For  lower  minimum,  general  rule  on  joint  venture 
maximum  foreign  participation  (80%)  and 
divestment  apply. 

No  minimum  set,  left  up  to  Investors 

rvenewai  wt  ou  l.h*cii»c 

Renewal  of  30  years  in  the  case  of  expansion 
counted  from  the  date  of  expansion.  Renewal 
procedure  not  clarified 

Clarification  about  renewal;  as  long  as  continue  to  be 
beneficial  to  Indonesia  and  fo  through  inter  department 
approval. 

Location  of  Investment 

Implicit  pressure  to  locate  in  industrial  estate  or 
bonded  zone.  , 

Clarified  that  location  priority  is  industrial  estate  or 
bonded  zone.  Domestic  pamer  can  use  own  land. 

Setting  up  new  company  by 
existing  PMA 

Possible,  but  have  to  go  through  the  same 
procedure  as  new  PMA. 

Existing  PMA  can  set  up  a  new  company  with  either 
PMA  or  PMDN  status;  spproval  sufficient  from  BKPM. 

Purchase  of  shares  in  existing 
companies: 

-  by  joint  ventures 

-  by  100%  PMA,  foreign  compa- 
nies established  overseas 

Various  regulations  put  out  by  BKPM  enabling 
purchase  of  shares  in  existing  companies  through 
direct  investment  or  capital  market.  Foreign 
nationals  never  specified  however. 

Strengthening  of  BKPM  regulations  by  government  and 
ministries  level  regulations.  In  case  of  (2)  5%  Indone- 
sia shareholding  and  only  for  rescue  or  restructuring. 

Sectors  Open  for  Foreign 
invest  iii*ei  it 

Sea  ports,  electricity,  telecommunications,  shipping, 
civil  aviation,  drinking  water,  railway,  atomic  power 
generating,  and  mass  media;  previously  closed. 

Now  open  for  Joint  venture  and  In  certain  cases  1 00% 
foreign  ownership. 

Zones  such  as  Batam,  which  arc  part  of  cooperation  with  governments  of  other  countries. 
Penanaman  Modal  Dalam  Negeri/PMUN  =  Domestic  Investment 
Penanaman  Modal  Asing/PMA  =  Foreign  Investment 

^urce:  Mari  Pangestu,  "Deregulation  of  Foreign  Investment  Policy:  Past,  Present,  and  Future",  Jakarta, 
26-28  April,  1995. 
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Table  14 

ttmtt  ATT7RAT   \AVKS  RFDT TfTTONS  BY 

aot7axt  ■N/rc\/mrfR<?  POTTKITRTP^  10*34-1996 

Country 

Date  the  Package  was  Issued 

Brunei  Damssalam 

July  1995 

Indonesia 

May  1995;  January  1996;  June  1996 

Malaysia 

October  1995 

Philippines 

January  1996 

Thailand 

December  1994  and  May  1996 

Source:  ASEAN  Secretariat. 
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Pan-Pacific  Integration 
from  An  European  View 

Subregional  Strategies  Demonstrated 
for  European  Car  Manufacturers* 

Heike  Prof/* 


IN  Europe  the  Pan-Pacific  integration 
efforts  are  predominately  observed 
and  discussed  from  an  economic  and 
political  point  of  view.  Thereby  the  road 
map  created  by  the  "Osaka  Action  Agenda" 
in  December  1995  as  a  fulfilment  of  the 
mission  of  Bogor  and  Blake  Island,  that 
sticks  to  the  aims  of  liberalisation  of  trade 
and  investments  in  the  18  member  countries 
of  the  Asia-Pacific  Economic  Cooperation 
Council  (APEC)  until  2020  is  judged  in  Eu- 
rope as  an  strict  intention:  "after  Osaka 
it  is  assumed  with  greatest  certainty  that 
the  APEC  will  not  die"  (Pretzell  1996,  S. 
28).  This  very  optimistic  evaluation  of  the 
Pan-Pacific  integration  efforts  has  been  re- 
lativized in  the  current  comments  on  the 
"Manila  Action  Plan".  The  "downpayments" 
of  the  voluntarily  conducted  liberalisation 


This  article  is  based  on  a  paper  presented  at  the 
14th  Pan  Pacific  Conference  1997,  3  to  5  June,  Kua- 
la Lumpur,  Malaysia  and  benefited  from  a  lively  dis- 
cussion during  the  session. 
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General  Manager  Regional  Strategy,  Mercedes-Benz 
passenger  car  devision,  co-author  of  the  conference- 
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are  assessed  as  "quite  inadequate"  and  the 
reason  is  seen  in  a  "dilemma  with  regard 
to  contents  and  structure  of  the  APEC" 
(cf,  Rabe  1996).  The  inhomogenity  and  dif- 
ferent aims  of  the  member  countries  from 
North  and  South  America,  East  Asia  and 
the  Pacific  region  are  seen  to  lead  to  di- 
verging judgements  on  the  desired  degree 
of  -integration.  While  the  industrialised 
countries  (USA,  Canada,  Japan,  Australia, 
Singapore)  are  interested  in  a  very  fast 
liberalisation,  the  developing  countries  are 
more  reserved  in  their  wish  to  selectively 
protect  their  infant  industries. 

This  raises  the  question  if  the  Pan-Pacific 
integration  is  a  strategic  challenge  to  which 
European  companies  have -to  react  be  it  now 
or  at  a  later  timepoint. 

From  a  business  point  of  view  the  com- 
panies' environment  is  changing  with  new 
regional  integration  efforts.  Since  these 
changes  in  the  environment  occur  both  on 
the  business  unit  level  and  on  the  corporate 
level,  diversified  enterprises,  which  addi- 
tionally are  most  often  active  on  the  inter- 
national scale,  are  particularly  affected. 
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Although  the  18  member  countries  of 
APEC  count  for  more  than  56  per  cent  of 
the  world's  GDP  and  for  46  per  cent  of 
world-wide  trade,  today  for  most  European 
companies  the  Pan-Pacific  integration  as  a 
whole  seems  to  be  of  less  strategic  import- 
ance, not  only  because  of  the  non-uniform 
economic  evaluation  but  also  because  of 
two  other  reasons: 

(1)  The  probable  realisation  in  2020  is  out- 
side even  the  most  long-term  strategic 
planning;  and 

(2)  Strategic  analysis  and  choice  with  re- 
gard to  half  of  the  world  market  would 
only  make  sense,  if  global  customers 
could  be  assumed.  In  the  Pan-Pacific  re- 
gion, that  comprises  various  cultures  (for 
instance  Latinos,  North  Americans,  Chi- 
nese or  Thai  people)  as  well  as  coun- 
tries on  different  stages  of  development 
(from  highly  industrialised  countries 
like  Japan  and  the  USA  to  developing 
countries  like  China  or  Vietnam)  this  as- 
sumption does  not  seem  to  be  realistic. 

Therefore  companies  still  have  to  regard 
the  seven  more  homogeneous  subregions 
or  countries  within  APEC  (NAFTA,  AFTA, 
Korea,  China,  Japan,  Oceania  and  the  mem- 
ber countries  in  Latin  America)  separately. 
For  it  can  be  shown  that  most  European 
companies  are  on  one  hand  already  active 
in  the  industrialised  triade-countries  Japan, 
Australia/New  Zealand  and  the  USA  as  well 
as  in  the  other  NAFTA  countries  and  that 
on  the  other  hand  China,  Latin  America  and 
the  pacific  islands  are  not  in  the  centre  of 
the  integration  efforts  (cf,  Forbes  1996,  p. 
25)  the  most  important  strategic  challenge 
in  the  Pan-Pacific  integration  for  European 
companies  --  and  therefore  focus  of  this 
paper  ~  is  AFTA. 


It  comes  to  no  surprise  that  the  auto- 
motive industry  can  be  taken  as  a  prominent 
example  of  the  strategic  challenges  posed 
by  regionalization.  Given  that  this  indus- 
try is  often  viewed  as  a  "microcosm  of  the 
new  industrial  competition"  (Clark,  Fuji- 
moto  1991,  p.  8),  a  special  look  on  how  se- 
lected European  car  producers'  already  re- 
act to  the  challenge  of  the  Pan-Pacific  and 
especially  in  the  AFTA  integration.  In  view 
of  the  vast  literature  on  the  Japanese  stra- 
tegies for  this  region  it  is  hoped  that  the 
focus  on  European  manufactures  does  pro- 
vide an  additional,  if  not  fresh  perspective 
on  this  issue. 

The  plan  of  the  article  is  as  follows. 
In  section  2  an  overview  of  the  Pan-Pacific 
integration  is  presented  with  a  special  em- 
phasis on  the  AFTA-subregion,  first  its 
overall  economic  significance  and  then  its 
special  significance  for  the  automotive  in- 
dustry. The  low  integration,  depth  and  speed 
of  this  regional  integration  and  the  un- 
clear evaluation  with  regard  to  the  auto- 
motive industry  can  be  taken  as  the  con- 
straints for  companies'  reactions  to  this  re- 
gional integration.  Section  3  then  examines 
the  changes  in  the  competitive  environment 
for  European  companies  which  are  third- 
country  companies  in  this  regional  integra- 
tion and  section  4  explain  the  opportunities 
and  constraints  provided  by  regionaliza- 
tion in  general,  i.e.  the  strengthening  of 
competitive  advantages  on  the  business 
unit  level  (possibilities  for  dissociating  cost 
and  benefit  increases  along  the  value  chain), 
and  on  the  corporate  level  (advantages  of 
multipoint  competition  in  consequence  of 
decreasing  market  risk  and  rising  returns). 
Actual  (business  unit  and  corporate)  stra- 
tegies of  European  companies  as  a  reaction 
towards  AFTA  are  added  in  Section  5. 
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Economic  Significance  of  AFTA 
As  the  Most  Advanced  Subregion 
in  the  Pan-Pacific  Region  -  Con- 
straints Provided  by  this  Particular 
Integration 

The  Low  Overall  Economic  Signific- 
ance of  Regional  Integration  in  the 
Pan-Pacific  Region  and  AFTA 

The  economic  importance  of  AFTA  re- 
sults from  the  potential  size  and  dynamics 
of  its  market  and  from  depth  and  speed  of 
integration.  Although  the  purchasing  po- 
wer of  AFTA  (US$  1,638  bn.  ppp)  is  sig- 
nificantly lower  than  that  of  NAFTA  (US$ 
8,007  bn.  ppp),  the  market  dynamics,  meas- 
ured with  the  expected  annual  economic 
growth,  of  AFTA  (4.1  per  cent)  is  higher 
than  that  of  NAFTA  (2.4  per  cent). 

Despite  the  expansion  of  intraregional 
trade,  East  Asia  is  much  less  integrated 
than  the  European  Union  (EU)  or  North 
America  (NAFTA)  in  terms  of  convergence 
of  factor  and  goods  prices  and  in  terms 
of  the  degree  of  uniformity.  Nevertheless 
the  growth  in  intra-Asian  trade  is  primar- 
ily explicable  in  terms  of  rapid  growth 
rate  of  total  trade  of  the  East  Asian  region 
rather  than  in  terms  of  structural  change 
(cf,  Lloyd  1994,  p.  113). 

Depth  and  speed  of  integration  give  in- 
dications of  how  much  the  integration  ef- 
forts have  proceeded  and  how  quick  they 
probably  will  further  develop.  On  that  ba- 
sis it  can  be  estimated,  when  the  expected 
market  potential  will  be  realised  and  when 
the  forecasted  market  growth  will  realist- 
ically be  reached.  The  integration  process 
contains  six  elements  that  lead  to  an  in- 
creasing depth  of  integration  (Hufbauer  and 
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Schott  1994,  pp.  3-13):  free  trade  in  goods 
and  services,  free  transfer  of  capital,  labour 
mobility,  supraregional  institutions,  mon- 
etary coordination,  and  fiscal  integration. 

They  describe  the  actual  integration  pro- 
cesses much  better  than  the  differentiation 
between  different  forms  of  regional  integra- 
tions made  in  economics  text  books  (free 
trade  area,  customs  union,  common  market, 
economic  union  and  political  union). 

A  comparison  of  the  scores  of  economic 
integration  of  EU,  NAFTA  and  AFTA  in- 
dicates that  AFTA  scores  lowest  in  the 
depth  of  integration  with  the  consequence 
that  economic  integration  in  South-East 
Asia  will  be  a  long  term  project,  as  it  has 
been  in  Europe  (cf.  Proff,  Proff  1996).  Espe- 
cially for  long  term  decisions  of  industrial 
firms  the  time  to  a  full  realisation  of  the  re- 
gional integration  is  highly  important. 

An  indication  is  given  by  the  speed  of 
integration,  measured  as  the  difference  be- 
tween the  average  annual  growth  rates  of 
trade  and  production  in  a  region.  A  fore- 
cast of  the  The  World  Bank  (1995,  p.  15) 
shows  a  higher  speed  of  integration  in 
South  America  (2.2  per  cent)  than  in  South- 
East  Asia  (1.6  per  cent). 

The  Special  Significance  of  AFTA  for 
the  European  Car  Manufacturers  — 
Still  An  Unsolved  Issue 

Whilst  it  is  obvious  that  APEC  is  not 
only  economically  very  cluttered,  but  also 
much  out  of  the  typical  ten-year  planning 
horizon  of  European  car  companies,  one 
might  assume  that  AFTA  with  its  2003 
target  for  integration  is  high  on  the 
agenda  of  these  enterprises.  To  review  this 


PAN-PACIFIC  INTEGRATION  FROM  AN  EUROPEAN  VIEW 

assumption,  a  look  at  two  out  of  the  in- 
dustry's most  respected  research  insti- 
tutes' latest  reports  is  in  order: 

(1)  In  its  autumn  1996  edition  of  the  Asian 
Automotive  Industry  Forecast  Report, 
DRI/  McGraw-Hill  give  a  very  positive 
perspective  of  East  Asia  as  the  world's 
fastest  growing  region  with  strongly 
improving  automotive  credentials.  From 
the  analysts'  perspective,  the  strong 
growth  in  motorization  plus  the  emer- 
gence of  a  low  cost  and  dynamic  ma- 
nufacturing base  clearly  provides  the 
necessary  incentives  for  car  producers 
and  parts  companies  to  set  up  capa- 
cities in  the  region.  Even  though  the 
actual  situation  is  characterised  as 
very,  diverse  both  from  a  demand  and 
from  a  regulatory  environment  per- 
spective, the  authors  feel  that  protec- 
tionist policies  are  gradually  dismantled, 
thereby  paving  the  way  for  strategies 
focusing  on  the  region  (DRI  1996,  p.  5). 

(2)  Whilst  this  is  the  typical  view  on 
this  region,  other  authors  do  come  to 
a  much  more  prudent  view  of  its  eco- 
nomic significance  for  the  car  indus- 
try. Maxton  (1994)  comes  to  the  con- 
clusion that  the  alluring  statistics  of 
low  levels  of  motorization  and  high 
growth  rates  are  potentially  mislead- 
ing. Even  though  it  is  generally  ac- 
cepted that  the  rates  of  growth  in  the 
AFTA  are  highest  in  the  world,  the 
expected  additional  volumes  are  still 
quite  small,  especially  when  compared 
to  the  Triad  markets.  In  fact,  the  ac- 
tual market  sizes  of  some  countries 
in  question  are  not  (yet)  big  enough 
to  sustain  specific  strategies  for  this 
region  —  at  least  as  far  as  passenger 
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cars  are  concerned  (e.g.  Indonesia  with 
a  passenger  car  market  of  only  38,000 
units  1995).  An  actual  passenger  car 
forecast  for  the  four  main  AFTA  mar- 
kets (The  Philippines,  Indonesia,  Ma- 
laysia and  Thailand)  indicates  a 
doubling  of  the  annual  car  sales  from 
482,000  thousand  in  1995  to  959,000 
in  2006.  Malaysia  as  the  largest  single 
passenger  car  market  will  have  a  vo- 
lume of  427,000  units  in  the  year  2006 
(DRI  1996,  p.  41). 

When  taking  a  deeper  look  at  this 
forecast,  it  becomes  clear  that  a  full- 
fledged  production  base  within  AFTA 
does  have  its  limitations:  Potential  vol- 
umes in  the  relevant  markets  are  not  high 
enough  to  support  a  production  with  a 
minimum  efficient  scale  of  100,000  to 
200,000  units  ~  except  one  accepts  the  ne- 
cessity of  large  export  volumes  heading 
outside  AFTA.  In  a  way  AFTA  still  is  ~ 
and  will  for  the  next  decade  be  ~  too 
small  to  be  attractive  as  a  stand  alone 
passenger  car  market.  Among  the  reasons 
for  this  more  conservative  view  of  the 
region  are  doubts  about  the  sustain- 
ability  of  present  growth  rates  which  are 
also  shared  by  DRI,  income  distribution 
patterns  that  might  not  support  a  quick 
motorization,  potential  overcapacities  due 
to  the  strong  Japanese  and  emerging  Ko- 
rean presence  in  the  region,  as  well  as 
Congestion  and  pollution  problems. 

Changes  in  the  Competitive  En- 
vironment of  Third-Country  Enter- 
prises 

Although  customs  duties  will  frequent- 
ly be  abolished  completely  only  after  very 
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long  transition  periods  (in  AFTA  as  late 
as  in  2003),  politically  and  economically 
more  stable  environmental  conditions  are 
created  already  when  the  decision  is  made 
to  form  a  regional  union  --  a  direct  effect 
of  regionalization  which  is  significant 
also  for  enterprises  from  third  countries 
which  are  not  members  of  these  unions. 
This  aspect  is  particularly  important  for 
these  enterprises'  involvement  in  devel- 
oping countries  because  higher  allow- 
ances for  risks  must  be  made  in  a  politic- 
ally and  economically  unstable  environ- 
ment, thereby  rendering  many  invest- 
ments unprofitable.  Consequently,  regional 
unions  formed  by  less  developed  partner 
countries  are  considered,  in  the  long  term, 
particularly  attractive  fields  of  operations 
for  multinational  companies. 

Due  to  the  decrease  in  country-related 
risks,  the  reduction  of  transaction  risks  as 
a  consequence  of  the  decrease  in  exchange 
rate  fluctuations  or  in  the  restrictions  of 
capital  movements  and  the  development 
of  larger  internal  markets  as  a  result  of  in- 
creasing regionalization,  the  competitive 
environment  of  third-country  enterprises  is 
changed,  above  all  on  the  sales  and  invest- 
ment conditions. 

The  most  important  change  is  the  im- 
provement of  the  sales  conditions.  The 
small  domestic  markets  in  the  individual 
partner  countries  of  a  regional  integra- 
tion frequently  precluded  a  more  active 
involvement  of  third-country  enterprises, 
because  exports  were  often  impeded  by 
import  restrictions  and  necessary  invest- 
ments were  not  profitable  for  a  company. 
In  addition  to  leading  to  larger  internal 
markets,  regional  integrations  also  result 


in  stronger  economic  growth  in  the  par- 
ticipating countries,  so  that  the  sales  po- 
tential is  increased  as  well.  In  order  to  be 
able  to  make  a  more  precise  estimate  of  the 
sales  potential,  it  is  necessary  to  establish, 
through  empirically  based  hypotheses,  a 
connection  between  economic  growth  — 
induced  by  the  regionalization  -  and  the 
sales  of  specific  goods.  With  regard  to 
developing  countries,  for  both  disposable 
and  durable  consumer  goods,  a  correla- 
tion is  frequently  established  between  the 
development  in  the  sales  of  a  specific 
good  in  higher  developed  countries  and 
the  pcr-capita  income  (cf,  for  example, 
Karamokolias,  1990,  p.  3). 

Equally  important  is  a  detailed  analysis 
of  the  income  distribution,  which  indicates 
the  expected  additional  demand  for  spe- 
cific goods  depending  on  the  development 
of  the  economic  situation,  and  which  con- 
sequently supplies  information  that  is  im- 
portant for  the  third  country  enterprise  de- 
cision on  direct  investment. 

From  an  European  perspective,  it  is  still 
not  fully  clear  how  the  different  political 
demands  in  each  country  might  be  re- 
conciled. Also,  natural  fault  lines  in  Asian 
markets  might  turn  out  to  be  culture 
centric  rather  than  economically  driven 
so  that  potential  exportability  may  not  go 
hand  in  hand  with  economic  integration 
plans  laid  down  by  governments  today. 
Consequently,  investment  opportunities 
for  OEM  and  parts  producers  have  to 
take  a  broader  look  at  AFTA  than  just 
analysing  the  entry  barriers  due  to  re- 
gional value  added  for  third-country  enter- 
prises (regional  content). 
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Strengthening  of  Competitive  Ad- 
vantages by  the  Changes  in  the 
Environment  Opportunities  Pro- 
vided by  Regionalization 

In  turn,  changes  in  the  company  en- 
vironment directly  affect  competition.  In- 
directly, the  increasing  regionalization  thus 
opens  up  opportunities  for  European  com- 
panies which  are  diversified  outside  of 
Europe.  Even  though  competition  takes 
place  between  product-market  areas  and 
consequently,  between  business  units,  com- 
petitive advantages  only  on  the  level  of 
business  units  are  insufficient.  In  view 
of  the  increasing  competition  of  diversi- 
fied companies  involving  several  business 
units  ("multipoint  competition",  cf.  Porter, 
1985,  ch.  9),  competitive  advantages  are 
necessary  also  on  the  corporate  level  for 
several  business  units. 

Improved  Dissociation  of  Costs  and 
Benefits  Along  the  Value  Chain  As 
Competitive  Advantages  in  Business 
Units 

The  effects  of  changes  in  the  environ- 
ment in  general  and,  more  specifically,  those 
of  increasing  regionalization  on  the  level 
of  business  units  involve  both  compet- 
itive advantages  according  to  Porter  (1980, 
p.  73)  (cost  reduction  and  rise  of  benefits) 
and  have  an  impact  on  the  possibilities 
for  a  dissociation  of  the  costs  and  ben- 
efit increases  along  the  value  chain,  that 
enables  the  combination  of  both  advant- 
ages (cf.  for  example  Proff,  H.  1997).  The 
value  chain  can  be  divided  into  upstream 
(buyer  distant  and  cost  oriented)  and 
downstream  (buyer  tied  or  benefit  orient- 
ed) activities.  A  strategic  dissociation  of 


the  cost  and  benefit  increases  along  the 
value  chain  is  possible  to  the  extent  that 
customers  attach  more  importance  to  in- 
dividual elements  in  the  value  chain  than 
to  others.  This  may  lead  to  a  higher  in- 
crease in  benefits,  but  not  necessarily  to 
a  parallel  higher  increase  in  costs. 

Possible  starting  points  for  improving 
the  possibility  for  a  dissociation  of  cost 
and  benefit  increases  along  the  value 
chain  on  the  basis  of  the  trend  towards 
regionalization  also  for  production  activ- 
ities of  third  countries  and,  thus,  of  Euro- 
pean companies  are: 

(1)  First,  manufacturing  operations  in- 
volve cost  structures  that  are  depend- 
ent upon  batch  sizes,  and  marketing/ 
distribution  as  well  as  customer  service 
can  be  expected  in  a  demand-oriented 
manner  only  given  a  product-specific 
minimum  volume.  It  was  already  stated 
that  the  expansion  of  the  sales  mar- 
ket as  a  result  of  the  combination  of 
small  individual  markets  to  form  one 
large  internal  market,  and  the  resulting 
higher  economic  growth  constitutes, 
from  the  entrepreneurial  perspective, 
an  essential  result  of  regionalization. 

(2)  Second,  developing  countries  are  cur- 
rently combining  to  form  regional  in- 
tegrations in  AFTA,  but  also  in  NAFTA 
with  Mexico.  To  the  expansion  of  the 
sales  market  is  joined  the  advantage 
of  lower  labour  costs  in  (some)  part- 
ner countries  in  the  integration  area. 

The  increase  in  the  sales  potential  as  a 
result  of  regionalization  promotes  both  a 
reduction  of  costs  in  manufacturing  opera- 
tions in  view  of  the  possibility  of  expand- 
ing the  size  of  the  enterprise,  and  an  in- 
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crease  in  benefits  in  the  fields  of  market- 
ing/distribution and  customer  service  by 
providing  the  opportunity  to  coordinate, 
on  a  region-specific  basis,  sales  promotion, 
distribution  networks  and  customer  ser- 
vices. By  utilising  comparative  labour 
cost  advantages  in  individual  (less  de- 
veloped) partner  countries,  manufacturing 
costs  can  be  further  reduced.  Production 
in  the  region,  which  is  often  necessary 
anyway  to  avoid  high  external  tariffs, 
thus  becomes  profitable  too,  for  business 
units  in  European  companies.  However, 
one  must  keep  in  mind  that  --  in  a  dy- 
namic view  of  the  situation  ~  labour  costs 
tend  to  rise  steeply  as  soon  as  a  market 
really  takes  off. 

Additional  Potentials  for  Reduction 
of  Risks  and  Increase  in  Returns 
on  Corporate  Level 

On  corporate  level,  the  effects  of 
changes  in  the  environment  and,  thus, 
country-specific  and  transaction  risks  as 
well  as  the  expansion  of  foreign  markets 
due  to  the  increasing  regionalization  are 
important  for  the  advantages  in  multipoint 
competition: 

(1)  Reduction  of  the  (company)  specific 
or  unsystematic  risk,  resulting  from 
uncertainties  such  as  a  slump  in  de- 
mand, scarcity  of  resources,  lack  of  la- 
bour or  management  mistakes,  by  di- 
versifying not  only  into  several  bu- 
siness units  (cf.  the  portfeuille  theory 
of  Markowitz  1992),  but  also  into  sev- 
eral markets;  and 

(2)  Long-term  increase  in  returns  through 
improved  possibilities  for  the  addi- 
tional utilisation  of  existing  synergies 


or  the  obtaining  of  new  synergies,  as 
well  as  of  additional  new  competences 
(cf,  for  example,  Porter  1987,  or  Hamel 
and  Prahalad  1994). 

Ad  (1):  The  majority  of  considera- 
tions regarding  the  potential  for  risk  re- 
duction of  an  international  diversification 
refer  to  the  market  risk  and  can  be  trans- 
ferred to  activities  in  different  integration 
areas.  According  to  this  approach,  it  is  pos- 
sible for  a  company  to  balance  political, 
economic  and  social  country-specific  risks 
by  being  active  in  an  ever  increasing  num- 
ber of  markets  (cf.  Buhner,  1993,  p.  342). 
In  a  verification  of  Markowitz'  portfolio 
theory,  Grubel  (1968)  showed  that  it  is 
possible  for  the  individual  investor  to 
diminish  the  market  risk  by  a  portfolio 
of  international  securities.  Other  studies 
show  that  the  market  risk  can  be  reduced 
by  diversification  abroad  and  improved 
similar  to  risk-return  approach  of  the  share- 
holders, because  the  national  economic 
and  sector-specific  cycles  develop  differ- 
ently in  the  individual  countries.  When 
this  approach  is  transferred  to  interna- 
tional diversification,  an  additional  po- 
tential for  risk  reduction  will  probably  be 
obtained  as  compared  to  national  diversif- 
ication (cf.  Lessard,  1995,  p.  18).  The  po- 
tential for  a  (market)  risk  reduction  in  in- 
ternational activities  will  presumably  not 
be  dependent  only  on  the  number  of  bu- 
siness units  abroad,  but  will  be  influenced 
by  three  additional  factors,  i.e.  the  scope 
of  the  activities  abroad,  the  extent  of  the 
transaction  risks,  and  their  distribution  ac- 
ross different  markets. 

In  this  context,  a  balanced  distribution 
of  the  activities  across  different  country 
markets,  as  it  is  implicitly  assumed  in  the 
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portfolio  theory,  is  of  particular  import- 
ance. It  is  an  assumption  which,  due  to 
the  increasing  regionalization  in  the  global 
economy,  is  becoming  more  and  more 
probable  because  the  economic  differences 
between  regional  internal  markets  will  be 
less  pronounced  than  between  individual 
country  markets.  As  a  result  of  the  in- 
creasing trend  towards  regionalization  in 
the  global  economy,  new  opportunities 
are  created  even  for  those  (third-country) 
enterprises  which  have  already  been  very 
active  over  a  long  period  in  a  few  or  many 
regionally  concentrated,  stable  country 
markets  with  a  high  market  volume,  mar- 
ket share  and  market  potential  (for  ex- 
ample, in  different  European  countries), 
and  which  seem  to  have  exhausted,  as 
much  as  possible,  the  possibilities  for 
risk  reduction.  In  view  of  the  convergence 
of  the  development  of  the  economic  si- 
tuation in  the  partner  countries  of  the  in- 
tegration areas,  there  is  not  only  the  op- 
portunity for  balanced  activities  in  sev- 
eral integration  areas  but,  at  the  same  time, 
the  pressure  to  achieve  the  highest  pos- 
sible value  added  in  each  of  the  regional 
markets,  as  the  potential  for  a  reduction/ 
of  the  country  market-specific  risk  is  lim- 
ited and  the  potential  for  a  reduction  of 
the  regional  market  risk  must  thus  be  ex- 
hausted as  much  as  possible.  Due  to  the 
closely  linked  development  of  the  national 
economies  of  the  partner  countries,  the 
(regional)  market  risk  can  be  reduced  by 
activities  in  many  country  markets  within 
one  region  only  to  a  lesser  extent  than  by 
activities  in  the  same  number  of  countries 
in  different  regions  (cf.,  Figure  1). 

The  figure  shows  the  potential  for 
the  (regional)  market  risk  reduction  of  an 


internationally  diversified  company  that 
can  be  obtained  by  activities  in  four  in- 
tegration areas.  In  the  case  that  a  company 
is  equally  active  in  all  four  country  mar- 
kets, a  maximum  potential  for  (regional) 
market  risk  reduction  (Rpmax)  can  be  cal- 
culated by  adding  the  four  potentials  for 
risk  reduction  (decrease  of  the  regional 
market  risk  from  r°  to  rmax).  As  this  hypo- 
thesis is  not  very  probable  even  for  a  fi- 
nancially strong,  internationally  diver- 
sified company  with  high  sales  volume, 
it  seems  more  realistic  that  the  company 
becomes  active  in  selected  country  mar- 
kets (i.e.  those  with  highest  possible 
value  added)  of  every  region  (realistic  po- 
tential for  the  reduction  of  the  regional 
market  risk  RPreal  by  a  decrease  of  the 
potential  for  risk  reduction  from  r  to 
rreal).  An  even  distribution  of  activities 
abroad  with  a  strong  value  added  across 
the  individual  integration  areas  becomes 
possible  at  all  only  because  of  the  expan- 
sion of  internal  markets  as  a  result  of 
regionalization. 

Ad  (2):  The  potential  for  an  increase 
in  returns  of  European  companies  as  a 
third-country  enterprises  are  enhanced  in 
an  environment  characterised  by  increasing 
regionalization  and  larger  internal  markets, 
given  the  improved  possibilities  for  util- 
ising and  obtaining  synergies  and  com- 
petencies. 

An  improved  utilisation  of  synergies 
is  possible  in  particular  when  a  diversified 
third-country  company  has  been  active  in 
one  partner  country  even  prior  to  the  in- 
tegration. Activities  abroad  can  be  com- 
pared with  a  sequential  process  which 
runs  faster  and  involves  less  costs  the 
better  the  knowledge  of  the  market  is  (cf. 
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Figure  1 

MAXIMUM  AND  REALISTIC  POTENTIAL  FOR  (REGIONAL)  MARKET  RISK  REDUCTION 
BY  ACTIVITIES  IN  DIFFERENT  INTEGRATION  AREAS  KLUULUON 
Regional  market  risk 


Rpma 


Number  of  regional  markets 
dealt  with 


RP  =  Potential  of  risk  reduction 
R  =Risk 


max  =  maximum 
real  =  realistic 


(1)  For  simplification  purposes,  it  is  assumed  that  each  integration  area  has  the  same  potential 
for  risk  reduction.  Consequently,  for  four  companies  in  one  integration  area  each,  the  four 
curves  illustrating  the  potential  for  (regional)  market  risk  reduction  would  be  identical.  If,  how- 
ever, one  company  diversifies  its  active  across  the  four  integration  areas,  the  potential  for  the 
reduction  of  the  (regional)  market  risk  will  decrease,  in  accordance  with  the  assumption  of  the 
portfolio  theory,  assymptotically  with  each  additional  regional  market. 

Source:  Personal  compilation  based  on  Lessard  ( 1985,  p.  18). 


Kogut,  1985).  When  the  economic,  polit- 
ical and  socio-cultural  conditions  are  har- 
monised in  the  partner  countries  within 
the  integration  area,  the  expertise  and 
experience  (know  how)  gained  in  one  of 
these  countries  can  be  used  in  order  to 
enhance  the  activities  in  this  region.  In- 
vestments that  have  already  been  made 
here  and  sinking  fixed  costs  create  ad- 
ditional opportunities  for  realising  profits 
and  new  possibilities  for  additional  ac- 
tivities. With  regard  to  (third  country)  com- 


panies, which  have  not  been  active  in  one 
of  the  partner  countries  prior  to  the  in- 
tegration, the  pressure  increases  to  invest 
here  in  order  to  launch  the  sequential  pro- 
cess of  activities  abroad  and  to  exploit 
synergies  in  the  region. 

The  prerequisites  for  obtaining  new 
synergies  as  a  result  of  increasing  regional- 
ization  are  that  a  (third-country)  company 
has  sufficient  resources  at  its  disposal  and 
that  the  local  environment  is  of  great 


PAN-PACIFIC  INTEGRATION  FROM  AN  EUROPEAN  VIEW 


strategic  significance  (cf.  Bartlett  and 
Ghoshal  1989).  The  increase  in  returns 
that  can  be  realised  by  activities  in  a  re- 
gional integration  due  to  the  improved 
utilisation  of  existing  synergies  can  be 
employed  to  increase  the  company's  re- 
source base;  in  addition,  the  strategic 
significance  of  a  regional  environment  is 
greater  than  that  of  a  local  environment. 
As  a  consequence,  it  can  be  profitable 
either  to  centralise  activities  that  have 
been  conducted  globally  on  a  decentral- 
ised basis,  or  to  compile  and  newly  com- 
bine know  how  from  various  areas. 

As  a  result  of  the  improved  possibility 
for  an  enhanced  or  additional  utilisation 
of  core  competence  on  the  corporate  level 
due  to  regionalization,  potentials  for  in- 
creasing returns  will  probably  be  created 
in  addition  to  the  obtaining  of  syner- 
gies. This  is  true  also  for  third-country 
companies,  as  long  as  they  have  special 
resources  or  competencies  at  their  dis- 
posal or/and  can  establish  them  in  the 
foreign  market.  From  them,  potentials  can 
be  created  by: 

-  an  enhanced  utilisation  of  already  exist- 
ing competencies,  i.e.  unique  capabilities, 
within  a  portfolio  of  business  units, 
which  corresponds  to  the  "fill  in  the 
blanks"  pursuant  to  Hamel  and  Prahalad 
(1994,  p.  227); 

-  an  additional  utilisation  of  existing  core 
competencies.  Frequently,  this  is  pos- 
sible only  when  the  integration  depth 
in  the  internal  markets,  which  have  ex- 
panded due  to  a  trade  integration,  in- 
creases —  an  assumption  that  can  ac- 
tually be  made  regarding  NAFTA, 
MERCOSUR  and,  with  a  delay,  AFTA  as 


well,  from  the  point  of  view  of  interna- 
tionally diversified  European  companies; 

-  obtaining  of  entirely  or  at  least  partly 
new  competencies  ("mega  opportunities", 
ibid,  p.  230). 

It  is  easier  to  obtain  competencies  in 
an  integration  area,  because  the  strategic 
importance  of  a  market  increases  with 
its  size  (Bartlett  and  Ghoshal  1989),  and 
the  centralisation  of  tasks  or  functions 
for  the  global  market  is  of  advantage  even 
within  a  region.  Thus,  the  strong  posi- 
tion of  a  (third  country)  company  in  those 
markets  where  it  has  been  active  so  far 
can  be  protect-Ted,  and  preventive  meas- 
ures can  be  taken  against  the  danger  that 
already  existing  competencies  might  de- 
teriorate into  basic  capabilities.  New  com- 
petences can  replace  existing  competencies 
in  order  to  ensure  that  consumer  demands 
can  be  satisfied  also  in  the  future. 

Strategic  Reactions  to  Increasing 
Regionalization  of  the  European 
Car  Manufacturers 

European  car  manufacturers  are  up  to 
now  not  very  present  in  the  AFTA  sub- 
region  of  Pan-Pacific.  Therefore  they  need 
special  subregional  centred  strategies,  which 
are  discussed  in  this  section.  The  market 
share  of  European  car  manufacturers  in 
Asia  currently  languishes  at  only  2.7  per 
cent,  although  this  is  nearly  twice  as  high 
as  ten  years  earlier,  and  has  been  influ- 
enced mainly  by  raising  volumes  of  sales 
into  Japan  and  by  the  presence  of  PSA 
and  Volkswagen  in  China  (cf.  Asia-Auto- 
Yearbook  1995,  p.  134).  In  addition  their 
actual  model  policy  does  not  really  fit 
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to  the  customer  demand  for  cheap  pick 
ups  or  minibuses  which  are  the  actual 
volume  markets  in  this  stage  of  develop- 
ment in  motorization  in  Asia. 

Changes  in  the  environment  affect  dif- 
ferent points  in  the  strategic  system  of  a 
diversified  company.  According  to  the 
organisational  area  in  which  a  (compet- 
itive) strategy  is  valid,  the  system  distin- 
guishes between  (1)  strategies  on  the 
level  of  the  entire  company  (corporate 
or  companywide  strategy);  and  (2)  stra- 
tegies on  the  level  of  the  individual  bu- 
siness units  (business,  business  unit  or 
competitive  strategies)  (cf.,  for  example, 
Porter,  1987,  p.  43). 

Which  strategic  reactions  of  selected 
European  car  manufacturers  are  then  ren- 
dered possible  and,  at  the  same  time,  in- 
dispensable by  increasing  regionalization 
outside  of  Europe? 

"Hybrid  Strategies"  As  the  Challenges 
of  Regionalization  at  Business  Unit 
Level 

In  addition  to  Porter's  (1980,  p.  39) 
generic  strategies  of  comprehensive  cost 
leadership  and  differentiation  regarding 
the  activities  both  on  the  entire  market 
and  on  individual  submarkets,  which  are 
based  on  a  separation  of  the  competitive 
advantages,  the  more  recent  strategic  li- 
terature has  introduced  "hybrid  strat- 
egies" (cf.,  for  example,  Proff,  H  1997) 
combining  the  two  competitive  advant- 
ages by  dissociating  cost  and  benefit 
increases  along  the  value  chain  into  the 
discussion  of  strategies  on  the  busi- 
ness unit  level.  In  Greek  hybrid  means 


THE  INDONESIAN  QUARTERLY,  XXV/3 

"to  be  composed  of  various  things"  or 
"to  be  developed  from  cross-breedings". 
To  the  extent  that  world-wide  trends  to- 
wards regionalization  improve  the  pos- 
sibilities for  a  dissociation  of  cost  and 
benefit  increases  along  the  value  chain 
and,  thus,  the  optimisation  of  world-wide 
activities  within  the  value  chain  improves 
the  possibility  of  a  hybrid  strategy. 

Low  cost  production  and  uniqueness 
in  design  have  to  go  hand  in  hand  to  suc- 
cessfully serve  the  price-sensitive  mass  car 
markets  of  emerging  Asia. 

Low  cost  activities  but  also  differen- 
tiated activities  can  consequently  be  op- 
timised by  standardisation  in  global  mar- 
kets. As  for  now  it  is  necessary  to  make 
the  point  that  a  global  car  is  anything 
but  reality  yet  -  whatever  the  labels  of 
uniform  platforms  such  as  Ford's  Mon- 
deo  may  try  to  convey.  Rather  one  may 
argue  that  the  real  "world  cars"  can  be 
found  in  the  upper  segments  of  the  mar- 
kets where  luxury  is  defined  by  a  global 
elite  that  can  afford  to  buy  imported  cars 
anyway.  For  all  other  segments,  tastes 
and  potential  customers  still  differ  wide- 
ly even  inside  AFTA  so  that  a  local  adop- 
tion is  necessary.  According  to  most  in- 
dustry watchers  including  those  of  Mit- 
subishi Research  Institute,  these  models 
will  only  be  successful  if  Japanese  makers 
pay  attention  to  different  tastes  of  each 
nation. 

Regionalization  positively  affects  both, 
the  globalisation  orientation  and  the  orient- 
ation of  local  adoption,  due  to  a  signi- 
ficant increase  in  market  size  as  well  as 
to  an  intraregional  harmonisation  of  the 
legal  requirements  and/or  the  customer 
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needs.  Therefore  it  creates  the  precondi- 
tions for  a  superior  business  unit  strategy, 
i.e.  the  realisation  of  "economies  of  scope". 

During  the  last  decades,  Japanese  pro- 
ducers have  lead  the  way  into  emerging 
automotive  AFTA  as  a  prerequisite  for 
hybrid  strategies  in  the  future  based  on 
four  steps  copied  in  most  countries: 

-  First,  a  distribution  and  service  network 
has  been  set  up  even  if  there  was  not 
yet  sustainable  volume. 

-  Second,  assembly  lines  have  been  in- 
stalled to  satisfy  local  content  require- 
ments ad  reap  the  benefits  of  the  tariff 
reductions  involved. 

-  Third,  local  parts  production  in  the  tar- 
geted countries,  mainly  to  fulfil  rising 
local  content  demands  of  the  respect- 
ive governments.  However  regional  in- 
tegration of  parts  production  —  mainly 
through  companies  belonging  to  the 
same  group  —  is  aspired  to  create  suf- 
ficient scale. 

-  In  the  final  step,  an  integration  of  parts 
production  in  Asia  is  in  the  centre 
of  activities.  At  the  same  time,  some 
models,  such  as  pick  ups,  are  even  re- 
located into  the  region  -  serving  the 
smaller  export  markets  as  well  as  Ja- 
panese customers  out  of  Southeast  Asia. 

This  system  of  long-term  investment 
into  the  local  markets  has  been  intensive- 
ly studied  by  most  European  car  pro- 
ducers. However,  given  the  limited  vol- 
umes in  the  region,  no  European  producer 
has  followed  the  suit. 

Adapting  products  and  building  fact- 
ories is  the  easy  part  in  this  game  ~  one 
that  might  also  be  easily  compiled  by 


Europeans.  The  obstacle  for  European 
manufacturer  in  taking  the  chances  of 
following  hybrid  strategies  is  that  -- 
while  a  market  rapidly  becomes  an  auto 
buyers'  market  -  at  least  in  the  growing 
entry  segments  -  service  will  be  key  and 
vehicles  are  bought  as  a  means  for  in- 
come generation.  So  they  heavily  depend 
on  the  service  network  build  up  in  the 
past.  This  shows  the  basic  strategic  dis- 
advantage of  the  European  manufacturers 
right  now.  As  one  buyer  in  Thailand  puts 
it,  "we  (Asians)  all  know  that  European 
products  are  better  quality,  but  we  just 
cannot  depend  on  the  parts  and  services 
like  with  the  Japanese"  (Dunne  1996). 

Increasing  Potential  of  Reducing 
Risks  and  Increasing  Returns  As 
the  Challenge  of  Regionalization  at 
Corporate  Level 

The  most  significant  reduction  of  the  mar- 
ket risk  will  probably  be  achieved  through 
a  risk-oriented  international  diversification 
which  complements  a  non-related  diversifica- 
tion, because  that  is  this  strategy's  primary 
aim  in  order  to  be  able  to  exploit  the  poten- 
tials for  the  (regional)  market  risk  reduction 
shown  in  Figure  1.  In  addition,  the  market 
risk  can  also  diminish  as  a  result  of  synergy- 
oriented  and  competence-based  corporate 
strategies  —  even  if  this  is  not  the  declared 
objective  ~  when  a  company  has  not  yet  been 
active  previously  in  many  stable  markets  with 
high  market  volume,  market  share  and  market 
potential. 

The  (market)  risk  reduction  argument  is 
certainly  valid  for.  most  of  the  activities  of 
European  producers,  especially  for  the  for- 
mer home  market  orientated  manufacturers 


314 


THE  INDONESIAN  QUARTERLY,  XXV/3 


such  as  Italian  and  French  producers  region- 
alization  can  be  seen  as  a  push  for  more  di- 
versification. In  an  analogy  to  the  Markowitz' 
port-folio  theory,  it  had  always  been  Fiat 
with  its  heavily  dependence  on  European  or 
-  more  correct  -  Italian  sales  that  had  been 
most  vulnerable  to  market  fluctuation.  At  the 
very  moment  it  is  announced  that  Fiat  plans 
to  set  up  a  "world  car"  mainly  for  the  emerging 
markets  with  a  focus  on  Latin  America  and 
Asia,  i.e.  China  and  India.  (Re)exports  to  Eu- 
rope or  a  parallel  production  back  home  are 
not  planned  for,  as  the  car  is  specifically  de- 
signed to  take  advantage  of  the  potential 
sales  of  the  emerging  middle  class  in  these 
regions.  Specific  body  types  and  other 
adoptions  to  local  needs  are  planned  for 
right  from  the  outset,  and  it  will  come  as  no 
surprise  if  parts  and  aggregates  will  be  ex- 
changed intensively  within  the  Fiat  pro- 
duction line  so  that  synergies  might  be 
also  exploited.  In  a  second  step,  one  may 
think  that  AFTA  will  certainly  be  attractive 
to  be  served  by  Fiat.  From  a  strategic  stand- 
point, this  project  is  much  more  than  just 
the  variation  of  a  theme.  Whilst  all  the  cars 
offered  in  emerging  countries  used  to  be 
stripped-down  versions  or  even  phased-out 
models  of  the  producers,  Fiat  takes  the  risks 
of  creating  a  car  just  for  the  purpose  of  ser- 
ving the  developing  countries  —  and  to  bal- 
ance its  world-wide  activities  in  a  much 
better  way  than  before. 


Conclusion 

In  short,  it  is  a  rarely  seen  fact  that 
AFTA  does  still  need  a  lot  of  develop- 
ment to  really  be  attractive  as  a  big  mar- 
ket for  European  passenger  cars.  This  is 
especially  true  for  the  European  produ- 


cers that  are  not  part  of  the  global  net- 
work. For  them  AFTA  is  not  really  a  first- 
choice  base  to  serve,  say,  their  European 
home  markets.  One  may,  however,  see  that 
one  fine  day  the  Japanese  pattern  of 
(partly)  serving  the  Japanese  market  out 
of  AFTA  will  be  an  important  idea  also 
for  the  European  producers.  At  the  very 
moment,  their  model  policy  does  not  pro- 
vide room  for  that.  However,  consolidat- 
ing the  fragmented  activities  in  the  AFTA 
region  or  even  only  installing  a  viable 
base  for  future  actions,  might  be  the  pre- 
paration for  future  challenges  resulting 
from  a  further  integration  and  ~  for  the 
automotive  industry  -- Jrom  a  significant  in- 
crease in  market  potential  in  the  long  run. 

The  faster  the  AFTA  countries  will  imple- 
ment a  comprehensive  integration  scheme  the 
faster  will  be  a  reaction  of  third  country 
enterprises.  The  potential  of  a  further  har- 
monisation  in  AFTA  combining  several  still 
undercritical  markets  to  one  common  market 
is  huge,  despite  the  necessary  adjustment. 
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The  U.S.  Policy  on  the  Spratly  Islands 
and  the  South  China  Sea 

Yann-huei  Song 


Introduction 

ISSUES  involving  competing  sov- 
ereignty claims,  legitimacy  and  ter- 
ritorial disputes  have  always  been 
the  main  source  of  regional  and  interna- 
tional tension.  In  the  Asia-Pacific  region, 
at  least  twenty  nine  disputes  of  this  na- 
ture can  be  listed,  which  are  likely  to  lead 
to  inter-state  conflict1  (See  Map  1).  How- 
ever, it  is  believed  that  the  disputes  over 
ownership  of  the  Spratly  Islands  in  the 
South  China  Sea,  (See  Map  2)  along  with 
North  Korea's  suspected  nuclear  weapon 
program,  the  People's  Republic  of  China's 
(PRC)  possible  use  of  force  against  Taiwan, 
and  the  situation  in  Myanmar  (Burma)/ 
Cambodia,  are  the  most  important  security 
issues  affecting  peace  and  security  in  the 
Asia-Pacific  region  in  the  post-Cold  War 
era. 

In  recent  years,  tensions  in  the  Sprat- 
lys/South  China  Sea  area  have  increased 
mainly  because  of  a  combination  of  the 
following  reasons:  the  end  of  the  Cold-War 


For  the  listed  29  conflicts,  see  Desmond  Ball, 
"Arms  and  Affluence:  Military  Acquisitions  in  the 
Asia-Pacific  Region,"  International  Security  18/3 
(Winter  1993/94):  88-89. 


and  the  subsequent  withdrawal  of  the 
U.S.  and  the  Soviet  military  forces  from 
Southeast  Asia,  the  development  of  the 
new  law  of  the  sea,  the  increase  of  uni- 
lateral oil  exploration  activities  in  the  dis- 
puted waters,  and  the  modernization  of 
the  military  forces  in  the  region.2  In  par- 
ticular, the  PRC's  actions  in  the  South 
China  Sea,  accompanied  with  its  continu- 
ing naval  buildup,  have  aroused  appre- 
hensions not  only  among  the  other  five 

3 

claimants,  but  also  those  countries  con- 
cerned with  the  long-term  stability  of  the 
South  China  Sea  and  the  Asia-Pacific  re- 
gion as  a  whole,  such  as  the  United  States 
and  Japan. 

The  Asia-Pacific  is  the  region  which 
covers  the  Spratlys/Soufh  China  Sea  area, 
where  four  of  the  world's  major  powers, 
namely,  the  United  States,  China,  Russian 
Federation,  and  Japan,  intersect,  and  where 
"the  United  States  has  large,  abiding,  and 


For  discussion,  see  Allan  Shephard,  "Maritime 
Tensions  in  the  South  China  Sea  and  the  Neighbor- 
hood: Some  Solutions,"  Studies  in  Conflict  and  Ter- 
rorism 17  (1993):  181-187. 

3They  are:  the  Philippines,  Vietnam,  Malaysia, 
Brunei,  and  Taiwan. 
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Map  1 

EXAMPLES  OF  BOUNDARY  AND  TERRITORIAL  DISPUTES  IN  EAST  ASIA 


Source:  Department  of  Defense,  Office  of  International  Security  Affairs,  United  States  Security 
Strategy  for  the  East  Asia-Pacific  Region  (February  1995):  19 
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Map  2 

SOUTH  CHINA  SEA  ISLANDS 


Source:  United  States,  Central  Intelligence  Agency,  1988. 
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continuing  interests  in  preserving  stabil- 
ity."4 The  escalation  of  territorial  and  juris- 
dictional disputes  into  armed  conflicts  in 
the  Spratlys/South  China  Sea  area  is  like- 
ly to  disturb  peace  and  stability  in  the 
Asia-Pacific  region  and  naturally  is  a  grave 
concern  of  the  United  States  especially  in 
terms  of  advancing  America's  critical  eco- 
nomic and  security/strategic  interests  in  the 
region. 

JP.iil  lOUOl)  On  JQ  ftRO  OVidi  ,2US3{ 

The  purpose  of  this  short  paper  is  to 
study  the  United  States'  official  position 
on  the  Spratly  Islands  disputes  and  the 
South  China  Sea  issues.  After  this  brief 
introduction,  the  paper  is  divided  into 
four  sections.  Section  n  examines  the  U.S. 
national  interests  involved  in  the  Asia- 
Pacific  region  in  general  and  the  South 
China  Sea  area  in  particular,  which  in- 
clude trade  developments,  exploration  and 
exploitation  of  oil  resources,  national  se- 
curity, and  freedom  of  navigation.  Section 
III  traces  back  to  the  U.S.  policy  under  the 
Reagan  Administration  in  the  late  1980s 
and  under  the  Bush  Administration  in  the 
early  1990s.  Section  IV  is  devoted  to  the 
study  of  the  U.S.  position  and  relevant 
actions  taken  under  the  current  Clinton 
Administration.  A  summary  of  the  U.S. 
official  policy  on  the  Spratly  Islands  and 
the  South  China  Sea,  the  impact  of  the 
future  development  in  the  area  on  the  U.S. 
policy,  and  several  policy  suggestions  are 
given  in  the  concluding  section. 


4"U.S.  Policy  in  the  Asia-Pacific,"  John  S. 
Wolf,  Coordinator  for  APEC.  Address  to  the  Pa- 
cific Leaders  Forum,  Bell  Harbor  International  Con- 
ference Center,  Seattle,  Washington,  October  1,  1996. 
In  U.S.  Department  of  State  Dispatch  7/41  (Oc- 
tober 7,  1996):  499. 


The  U.S.  National  Interest  in  the 
Asia-Pacific  Region  and  the  South 
China  Sea  Area 

Before  examining  the  U.S.  position  on 
the  Spratly.  Islands  disputes  and  the  South 
China  Sea  issues,  it  is  important  to  ask: 
what  are,  and  to  what  extent,  the  major 
U.S.  national  interests  involved  in  the  re- 
gion? In  general,  major  U.S.  national  in- 
terests, as  clearly  stated  in  President  Clin- 
ton's National  Security  Strategy,  include: 

•  to  preserve  the  survival  of  the  United 
States  as  a  free  and  independent  nation, 
with  its  fundamental  values  intact  and 
its  institutions  and  people  secure  (se- 
curity interest); 

•  to  advance  a  healthy  and  growing  United 
States  economy  to  ensure  opportunity 
for  individual  prosperity  and  a  resource 
base  for  national  endeavors  at  home  and 
abroad  (economic  interest); 

•  to  promote  a  stable  and  secure  world, 
where  political  and  economic  freedom, 
human  rights,  and  democratic  institu- 
tions flourish  (world  order  and  ideo- 
logical interests);  and 

•  to  enhance  a  system  of  healthy  cooper- 
ative and  politically  vigorous  relations 
with  allies  and  friendly  nations  (polit- 
ical interest),  [emphasis  added]. 

In  the  Asia-Pacific  region  and  the  South 
China  Sea  area,  important  U.S.  national  in- 
terests are  in  tune  with  America's  vital  na- 
tional interests  in  general  as  listed  above, 
which  include:  trade;  oil  business;  security 
and  strategy;  and  freedom  of  navigation. 


Quoted  in  Department  of  Defense,  Office  of 
International  Security  Affairs,  United  States  Secur- 
ity Strategy  for  the  East  Asia-Pacific  Region  (Feb- 
ruary 1995):  5. 
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Trade  Interest 

■ 

The  economic  growth  in  the  Asia-Pa- 
cific region  has  become  more  important 
to  the  development  of  America's  economy. 
During  the  1970s  and  1980s,  the  U.S.  ex- 
ports to  the  Asia-Pacific  region  grew  twice 
as  fast  as  exports  to  the  European  Com- 
munity.6 By  1995,  the  U.S.  two-way  trade 
with  Asia  accounted  for  more  than  36 
per  cent  of  total  American  world  trade.7  To- 
day, the  Asia-Pacific  region  is  the  largest 
consumer  market  in  the  world,  account- 
ing already  for  more  than  half  of  the  U.S. 
trade  and  supporting  millions  of  American 
jobs.    As  far  as  Southeast  Asia  is  con- 
cerned, the  Association  of  Southeast  Asian 
Nations  (ASEAN)9  was  America's  fourth- 
largest  trading  partner  in  1995.  The  U.S. 
two-way  trade  with  ASEAN  reached  US$ 
84  billion  in  1994  —  a  15  per  cent  increase 
over  1993. 10  By  1995,  the  two-way  trade 
reached  US$101  billion,  having  expanded 
nearly  50  per  cent  over  the  past  two  years. 

6Ibid. ,  6. 
yIbid. 

g 

"U.S. -East  Asia  Strength  and  Prosperity  in  the 
21st  Century,"  President  Clinton's  remarks  to  the 
Pacific  Basin  Economic  Council,  Washington,  D.C., 
May  20,  1996;  see  U.S.  Department  of  State  Dispatch 
7/22  (May  27,  1996):  261. 

9 

The  Association  of  Southeast  Asian  Nations 
(ASEAN)  was  formed  in  1967  by  Indonesia,  Malaysia, 
the  Philippines,  Singapore,  and  Thailand  to  promote 
political  and  economic  cooperation.  Brunei  and  Viet- 
nam joined  ASEAN  in  1984  and  1995  respectively. 
For  more  information,  see  "Fact  Sheet:  Association 
of  Southeast  Asian  Nations."  In  U.S.  Department  of 
State  Dispatch  6/31  (July  31,  1995):  595-596. 

'•Secretary  of  State  Christopher's  remarks  made 
at  the  Seven-Plus-One  Session  of  the  ASEAN  Post- 
Ministerial  Conference,  Bandar  Seri  Begawan,  Bru- 
nei, August- 2,  1995,  see  U.S.  Department  of  State 
Dispatch  6/32  (August  7„1995):  612. 


Now,  ASEAN  has  become  the  U.S.  third 
largest  overseas  export  market."  In  1995, 
the  U.S.  investment  in  ASEAN  was  about 
US$20  billion.  By  July  1996,  the  invest- 
ment exceeded  US$25  billion.12 

Based  upon  the  aforementioned  trade 
figures  and  important  trade  relations  de- 
veloped between  the  United  States  and 
the  countries  in  the  region  over  the  past 
several  years,  there  can  be  no  doubt  that 
once  the  stability  and  peace  in  the  Asia- 
Pacific  region  were  disrupted  by  the  con- 
flicts arising  out  of  the  territorial  and  jur- 
isdictional disputes  in  the  Spratlys/South 
China  Sea  area,  the  U.S.  critical  economic 
interest  would  also  be  seriously  affected. 
Take  oil  imports  as  an  example  for  illus- 
tration. In  1992,  the  Asia-Pacific  region's 
(excluding  the  United  States)  demand  for 
oil  was  14.5  million  barrels  per  day,  which 
was  larger  than  that  of  Europe,  and  made 
the  Asia-Pacific  the  second  largest  oil  con- 
suming region  after  North  America.  Sev- 
enty per  cent  of  the  Asia-Pacific  region's 
oil  imports  came  from  the  Persian  Gulf. 
By  the  turn  of  the  century,  it  was  expect- 
ed that  the  percentage  of  oil  imports  from 
the  Persian  Gulf  would  increase  to  ninety 
per  cent.    If  the  sea  lines  of  communica- 
tion were  cut  by  the  armed  conflict  erupt- 
ed in  the  Spratlys/South  China  Sea  area 


"The  U.S.  and  ASEAN:  Forging  a  Common 
Approach  to  Common  Challenges,"  Secretary  Chris- 
topher's written  statement  at  the  ASEAN  Post- 
Ministerial  Conference  (7  and  10th  session),  Jakar- 
ta, Indonesia,  July  24,  1996.  In  U.S.  Department  of 
State  Dispatch  7/31  (July  29,  1996):  385. 

"ibid. 

13Departmcnt  of  Defence,  Office  of  Interna- 
tional Security  Affairs,  U.S.  Security  Strategy  for  the 
East  Asia-Pacific-  Region  (February  1995):  7. 
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as  a  result  of  territorial  and/or  jurisdic- 
tional disputes,  economic  interests  of  the 
countries  in  the  Asia-Pacific  region,  in- 
cluding the  United  States,  would  be  ad- 
versely affected.  Accordingly,  maintaining 
the  peace  and  stability  in  the  Spratlys/ 
South  China  Sea  area  is  important  to  pre- 
serve the  U.S.  economic  interest  in  the 
Asia-Pacific  region. 


Oil  Interest 

Beginning  in  the  early  1990s,  the  U.S. 
oil  companies,  eyeing  the  oil  reserves  in 
the  Spratly/South  China  Sea  area,  have 
invested  money  and  technologies  through 
signing  bilateral  oil  exploration/exploitation 
contracts  with  countries  such  as  China, 
the  Philippines,  and  Vietnam  to  bring  oil 
ashore  from  near  or  in  the  disputed  wa- 
ters of  the  Spratly  Islands  in  the  South 
China  Sea  area.  In  spite  of  the  U.S.  gov- 
ernment's warnings,  in  which  the  U.S. 
oil  companies  were  told  that  they  were 
on  their  own  risks  in  participating  in  the 
oil  exploration/exploitation  activities  in 
the  disputed  waters  in  the  South  China 
Sea,  the  investments  and  participation  of 
the  U.S.  oil  companies  in  the  said  area 
have  steadily  increased  since  the  early 
1990s. 

On  May  8,  1992,  the  U.S.  Crestone  En- 
ergy Corporation  signed  a  contract  with 
the  Chinese  National  Offshore  Oil  Com- 
pany to  explore  oil  and  gas  resources  in 
an  area  of  the  Spratly  Islands  in  the  south- 
western part  of  the  South  China  Sea  (See 
Map  3).  The  contract  area,  Wan 'an  Bei 
Block  WAB21,  is  located  near  Vanguard 
Bank,  southwest  on  Nanwei  (Spratly  Is- 


land).14 In  February  1993,  it  was  reported 
that  the  U.S.  oil  companies,  including  Mo- 
bil, Unocal,  Amoco,  Exxon,  Conoco  and  Ma- 
rathons, sent  teams  to  Hanoi,  Vietnam  to 
talk  about  the  possibility  of  obtaining 
exploration  rights  in  Vietnam's  official 
fields,  which  could  possibly  put  them  in- 
to the  middle  of  a  territorial  dispute  be- 
tween Vietnam  and  China  in  the  Spratly 
Islands  area.15  In  May  1994,  Vietnam  leas- 
ed a  block  containing  the  promising  Blue 
Dragon  structure  to  a  consortium  that  in- 
cluded the  U.S.  oil  company  Mobil.  The 
structure  was  located  just  west  of  Cres- 
tone contract  area  and  within  the  PRC- 
claimed  waters.  Vietnam  was  also  nego- 
tiating with  Conoco  Inc.,  a  subsidiary  of 
Du  Pont  Co.  of  the  U.S.  for  two  blocks  in 
the  Spratly  Islands  area,  which  overlapped 
China's  Creston  concession   (See  Map  3). 

In  June  1994,  the  Philippines  awarded 
con-tracts  to  the  U.S.  oil  company  Vaalco 
Energy  and  the  Philippines'  Alcorn  Petro- 
leum for  drilling  in  the  Recto  Bank  (Nan- 
san  in  Chinese)  of  the  disputed  Spratly 
Islands  area17  (See  Map  3).  In  June  1994,  it 

U"Beijing  and  Hanoi  Play  with  Fire  in  the 
South  China  Sea,"  Asian  Wall  Street  Journal,  July 
20,  1994,  5.  For  details  of  the  contract,  see  the  letter 
and  the  attached  map  included  in  Proceeding  of 
the  Third  Workshop  on  Managing  Potential  Conflicts 
in  the  South  China  Sea,  Yogyakarta,  Indonesia,  29 
June  -  2  July  1992,  183-185. 

I5"Stampede  for  Oil:  U.S.  Firms  Rush  to  Explore 
Vietnamese  Waters,"  Far  Eastern  Economic  Review 
(February  25,  1993):  48. 

16"Beijing  and  Hanoi  Play  with  Fire  in  the 
South  China  Sea,"  In  Asian  Wall  Street  Journal  (20 
July  1994):  5. 

17 

See  "Flash  Points:  Spratly  Islands,"  Jane 's  De- 
fense Weekly  (July  9,  1994):  18;  and  "Troubled  Wa- 
ters: Philippine  Offshore  Oil  Search  Roils  China," 
Far  Eastern  Economic  Review  (June  30,  1994):  20. 
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was  reported  that  the  U.S.  oil  companies 
Mobil,  Atlantic  Richfield,  and  Occidental 
Petroleum  had  started  the  exploration  ac- 
tivities in  Vietnam's  offshore  waters  near 
the  Spratly  Islands,  where  they  were  also 
claimed  by  China18  (See  Map  3).  In  April 
1996,  Vietnam  leased  two  oil  exploration 
blocks  in  the  disputed  waters  in  the 
Spratly  Islands  to  the  U.S.  oil  company  Co- 
noco, which  covered  half  the  zone  leased 
by  China  to  Crestone  in  May  19921  (See 
Map  3). 

It  is  not  clear  with  regard  to  the  degree 
the  U.S.  oil  companies'  involvement  in  the 
oil  exploration/exploitation  activities  in 
the  disputed  waters  in  the  South  China 
Sea  had  affected  the  decision-making  of 
U.S.  official  position  on  the  Spratly  Is- 
lands disputes  and  the  South  China  Sea 
issues.  What  is  clear  is  that  an  eruption 
of  armed  conflict  between  the  disputed 
countries  in  the  area  would  affect  the  U.S. 
oil  business  interest  in  the  South  China 
Sea  area.  And  the  U.S.  government  is  ex- 
pected to  protect  American  commercial  in- 
terests oversea. 

Security  and  Strategic  Interests 

As  far  as  the  U.S.  security  and  stra- 
tegic interests  are  concerned,  it  has  been 
America's  policy  to  preserve  peace  and 
stability  in  the  Asia-Pacific  region  and 
the  Spratlys/South  China  Sea  area.  The 
United  States  is  committed  to  maintain 
approximately  100,000  troops  in  the  Asia- 


"Vietnam  Drilling  for  Oil  in  Area  Claimed 
by  China,  Associate  Press,  June  16,  1994. 

19 

"Vietnam-China:  Oil  Search  Fuels  Rising  Ten- 
sion in  South  China  Sea,"  Inter  Press  Service,  March 
21,  1997. 


Pacific  to  help  keep  peace  and  stability  in 

20 

the  region.  In  addition,  the  United  states 
has  six  security  commitments  in  the  Asia- 
Pacific  region,  including  security  treaties 
with  Japan,  the  Republic  of  Korea,  the  Re- 
public of  the  Philippines,  Thailand,  and 
the  Compact  of  Free  Association  with  the 
Republic  of  the  Marshall  Islands,  the  Fe- 
derated States  of  Micronesia,  and  the  Re- 
public of  Palau.21  If  disputes  over  owner- 
ship of  the  islands  or  the  right  to  explore 
and  exploit  marine  resources  were  to  es- 
calate into  armed  conflicts  in  the  Spratlys/ 
South  China  Sea  area,  the  United  States 
would  be  forced  to  take  actions  to  maintain 
peace  and  stability  in  the  region. 

Navigation  Interests 

It  is  very  likely  that  the  U.S.  naviga- 
tion interest  would  be  affected  by  the  con- 
flict arising  from  the  territorial  and  juris- 
dictional disputes  in  the  Spratlys/South 
China  Sea  area.  Under  the  1982  United  Na- 
tions Convention  on  the  Law  of  the  Sea 
(herein-after  the  1982  LOSC),22  the  disputed 


"The  Enduring  Importance  of  American 
Engagement  in  the  Asia-Pacific  Region,"  Anthony 
Lake,  Assistant  to  President  for  National  Security 
Affairs,  remarks  to  the  Japan-American  Society, 
Washington,  D.C.,  October  23,  1996,  in  U.S.  Depart- 
ment of  State  Dispatch  HAS  (November  4,  1996): 
545. 

21  „ 

Department  of  Defence,  Office  of  Interna- 
tional Security  Affairs,  United  States  Security  Stra- 
tegy for  the  East  Asia-Pacific  (February  1995):  6  and 
10-12. 

22 

The  United  Nations  Convention  on  the  Law 
of  the  Sea,  opened  for  signature  Dec.  10,  1982,  21 
I.L.M.  1261  (1982),  reprinted  in  The  Law  of  the 
Sea:  United  Nations  Convention  on  the  Law  of  the 
Sea  with  Index  and  Final  Act  of  the  Third  United 
Nations  Conference  on  the  Law  of  the  Sea,  UN  Sales 
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countries  in  the  area  are  entitled  the  rights 
to  claim  certain  part  of  the  waters  in  the 
South  China  Sea  as  their  respective  in- 
ternal waters,  territorial  seas,  contiguous 
zones,  exclusive  economic  zones  (EEZs), 
continental  shelves,  or  archipelagic  wa- 
ters. In  fact,  certain  part  of  the  waters  in 
the  area  have  already  been  claimed  as  in- 
ternal waters  based  upon  historical  grounds. 
The  U.S.  right  to  exercise  freedom  of  nav- 
igation would  be  obstructed  or  restricted 
either  because  of  armed  conflict  erupts 
in  the  Spratlys/South  China  Sea  area  or 
because  of  excessive  unilateral  claims  of 
maritime  zones  by  the  countries  concern- 
ed. For  instance,  the  U.S.  navigation  right 
in  the  Gulf  of  Tonkin  and  Gulf  of  Thai- 
land had  been  affected  by  Vietnam's  de- 
clarations that  certain  part  of  the  said 
gulfs  are  its  historical  waters,  and  there- 
fore, considered  as  Hanoi's  internal  waters 
where  the  U.S.  vessels  enjoy  no  naviga- 
tion right  at  all.23  The  U.S.  navigation 
interest  had  also  been  restricted  because 
of  the  Philippines'  declaration  that  "the 
concept  of  archipelagic  waters  is  similar 
to  the  concept  of  internal  waters  under 
the  Constitution  of  the  Philippines,  and 
removes  straits  connecting  these  waters 
within  the  economic  zone  or  high  sea  from 
the  rights  of  foreign  vessels  to  transit  pas- 


No.  E.83.V.5  (1983).  As  of  April  3,  1997,  116  coun- 
tries had  ratified  this  Convention.  A  list  of  ratifica- 
tions is  available  on  the  World  Wide  Web  at  http: 
//www.  un.org/Depts/Treaty/final/ts2/newfiles/ 
part-boo/xxi-6.html. 

23See  Statement  of  12  November  1982  by  the 
Government  of  the  Socialist  Republic  of  Vietnam 
on  the  Territorial  Sea  Baselines  of  Vietnam,  in 
United  Nations,  The  Law  of  the  Sea:  Current  De- 
velopments in  State  Practice  (New  York:  1987),  143. 


sage  for  international  navigation." 24  In 
February  1996,  the  Clinton  Administration 
decided  not  to  support  the  Southeast  Asia 
Nuclear  Weapon  Free  Zone  treaty,  mainly 
because  of  its  concern  over  "the  inclusion 
of  Exclusive  Economic  Zones,  ...  and  con- 
tinental shelves  in  the  zone,  which  raises 
questions  about  the  consistency  of  the 
treaty  with  high  seas  freedoms  [in  par- 
ticular freedom  of  navigation]  and  other 
principles  embodied  in  the  UN  Conven- 
tion on  the  Law  of  the  Sea"  [Emphasis 
added].  In  addition,  the  United  States 
is  concerned  about  the  uncertain  situa- 
tion in  the  South  China  Sea,  where  con- 
tinental shelves  and  EEZs  have  never  been 
delimited  because  of  the  territorial  dis- 

.  26 

putes. 

U.S.  Policy  Under  the  Reagan  and 
Bush  Administrations 

In  March  1988,  the  Chinese  and  Viet- 
namese ships  exchanged  fire  in  the  wa- 
ters near  Chigua  Reef  (Johnson  Reef)  of 
the  Spratly  Islands27  (See  Map  3).  One  year 


See  The  Philippines:  Declarations  made  upon 
Signature  and  Confirmed  upon  Ratification  of  the 
UN  Convention  on  the  Law  of  the  Sea,  1982,  10  De- 
cember 1982  and  8  May  1984,  in  E.D.  Brown,  The 
International  Law  of  the  Sea  (Vol.  II):  Documents, 
Cases  and  Tables  (Singapore:  Dartmouth,  1994), 
100-101. 

25 

"Southeast  Asia  Regional  Security  Issues: 
Opportunities  for  Peace,  Stability,  and  Prosperity," 
Winston  Lord,  Assistant  Secretary  for  East  Asian 
and  Pacific  Affairs.  Statement  before  the  Asia  and 
Pacific  Subcommittee  of  the  House  International 
Relations  Committee,  Washington,  D.C.,  May  30, 
1996,  271. 


For  a  detailed  Chinese  report  on  the  incident, 
see  People 's  Daily  (oversea  edition),  April  1,  1988,  1. 
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afterwards,  a  Spratly  Front  Line  Head- 
quarters was  established  by  China  to  com- 
mand patrolling  mission  in  the  Spratlys/ 
South  China  Sea  area.28  That  was  the  be- 
ginning of  the  PRC  military  presence  in 
the  Spratly  Islands.  The  Reagan  Admin- 
istration's policy  was  that  the  United 
States  took  no  position  on  the  merits  of 
competing  claims  in  the  Spratlys/South 
China  Sea  area;  that  the  United  States 
supported  a  peaceful  resolution  of  the  dis- 
putes; and  that  the  United  states  opposed 
the  threat  or  use  of  force. 

Under  the  Bush  Administration,  as  a 
result  of  rapid  development  of  trade  re- 
lations between  the  United  States  and  the 
countries  in  the  Asia-Pacific  region,  main- 
taining its  navigation  right  in  the  Sprat- 
lys/South China  Sea  area  has  become  one 
of  the  U.S.  vital  national  interests.  In  ad- 
dition, due  to  the  withdrawal  of  the  U.S. 
military  forces  from  the  naval  and  air 
force  bases  in  the  Philippines,  and  the 
withdrawal  of  the  Soviet  military  forces 
from  Vietnam,  a  power  vacuum  was  be- 
lieved to  have  been  created  in  South- 
east Asia,  which  made  it  likely  for  China 
to  fill  in  the  vacuum.  If  China  emerged 
as  a  hegemonic  power  in  the  region,  the 
countries  in  the  area  are  concerned  that 
it  would  not  only  threaten  the  security 
of  the  countries  in  Southeast  Asia,  but 
increase  the  possibility  of  Beijing's  use 
of  force  to  settle  the  territorial  disputes 
in  the  Spratlys/South  China  Sea  area.  Re- 
cognizing these  potential  problems,  the 
Bush  Administration  began  to  pay  more 


World  Journal,  March  16(1989):  31. 

^"China's  Syndrome:  Ambiguity,  What  Seizing 
a  Tiny  Reef  Says  About  Beijing's  Soul,"  Washington 
Post,  March  19,  1995,  C4. 


attention  to  the  developments  in  the  Sprat- 
lys/South China  Sea  and  urged  the  claim- 
ant states  to  resort  to  peaceful  means  to 
settle  their  territorial  disputes. 

On  May  8,  1992,  the  U.S.  oil  company 
Crestone  Energy  signed  a  contract  with 
the  Chinese  Offshore  Oil  Companies  to 
explore  oil  reserves  in  Vanguard  Bank  of 
the  Spratly  Islands.  The  U.S.  officials  at- 
tended the  signing  ceremony.  However, 
the  spokesman  of  the  U.S.  State  Depart- 
ment clarified  that  the  presence  of  the 
U.S.  officials  in  the  ceremony  did  not  im- 
ply a  U.S.  recognition  of  the  PRC's  claim 
to  the  ownership  of  the  Spratly  Islands. 
The  State  Department  also  made  it  clear 
that  the  United  States  opposed  the  use  of 
force  to  settle  the  territorial  disputes  in 
the  South  China  Sea  area.  It  was  also  the 
U.S.  position  that  the  claimant  states 
should  settle  their  differences  by  peaceful 
means;  freedom  of  navigation  in  the  area 
should  be  respected.31  In  July  1992,  Sec- 
retary of  State  James  Baker  stated  in  Ma- 
nila that  the  United  States  takes  no  po- 

32 

sition  in  the  Spratly  Islands  disputes. 
When  the  ASEAN  Declaration  on  the 
South  China  Sea  was  adopted  at  Twenty- 
Fifth  ASEAN  Ministerial  Meeting,  held 
on  July  22,  1992,33  the  United  States  gave 


"Territorial  Disputes  Simmer  in  Areas  of 
South  China  Sea,"  Oil  and  Gas  Journal,  July  13, 
1992. 

32"U.S.  Neutrals  on  Spratlys,  but  Will  Fulfill 
Treaty  with  Philippines,"  Agence  France-Presse, 
July  25,  1992. 

33For  the  Declaration,  sec  Joint  Communique, 
Twenty-Fifth  ASEAN  Ministerial  Meeting,  Manila, 
21-22  July  1992,  in  ASEAN  Economic  Bulletin  (No- 
vember 1992):  240-241. 
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its  support  to  the  Declaration.  In  August 
1992,  Paul  Wolfowitz  of  the  U.S.  Defense 
Department  reaffirmed  the  U.S.  position 
by  stating  that  all  the  countries  concern- 
ed should  settle  the  disputes  by  peace- 
ful means.  He  suggested  that  the  Work- 
shop on  Managing  the  Potential  Conflicts 
in  the  South  China  Sea,34  sponsored  by 
Indonesia,  could  be  used  as  a  venue  for 
the  countries  concerned  to  discuss  and  ex- 
change different  views  on  the  disputes. 
He  further  commented  that  the  Workshop 
was  an  important  step  for  the  claimant 
states  to  seek  consensus  on  the  settlement 

35 

of  the  disputes. 


U.S.  Policy  Under  the  Clinton 
Administration 

The  Clinton  Administration's  position 
on  the  Spratly  Islands  disputes  and  the 
South  China  Sea  issues  can  be  found  in 
Secretary  of  State  Warren  Christopher's 
statement  made  at  the  Twenty-Sixth  ASEAN 
Ministerial  Meeting,  held  in  Singapore, 
July  23-24,  1993.  It  was  at  this  meeting 
that  the  Clinton  Administration  raised  its 
concern  over  the  disputes  in  the  Spratlys/ 


For  more  information  on  the  Workshop,  see 
William  G.  Stormont,  "Report:  Managing  Potential 
Conflicts  in  the  South  China  Sea,"  Marine  Policy 
18  (1994):  354-56;  Ted  L.  McDorman,  "The  South 
China  Sea  Islands  Disputes  in  the  1990s  —  A  New 
Multilateral  Process  and  Continuing  Friction,"  In- 
ternational Journal  of  Maritime  and  Coastal  Law 
8/2  (1993):  281-82;  and  Mark  J.  Valencia,  Jon  M. 
Van  Dyke,  and  Noel  Ludwig,  "The  South  China 
Sea:  Approaches  and  Interim  Solutions."  Paper  pre- 
sented at  the  First  Technical  Working  Group  on 
Legal  Matters  in  the  South  China  Sea,  held  in 
Phuket,  Thailand,  in  July  1995. 

35Min-2hon-Zi-Bao,  People  Daily  (Taipei)  Au- 
gust 5,  1992,  3. 
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South  China  Sea  area  and  its  potential  im- 
pact on  the  U.S.  security/strategic  interest 
in  the  Asia-Pacific  region.36  In  1994,  as  a 
result  the  revision  of  its  security  strategy 
for  the  Asia-Pacific  region,  the  U.S.  De- 
fense Department  began  to  address  the 
Spratlys/South  China  Sea  issues.  It  must 
be  noted  that  during  the  Cold  War  pe- 
riod, the  Defense  Department  did  not  con- 
sider the  Spratlys/South  China  Sea  area 
as  one  of  the  world's  major  flashpoints. 
However,  in  October  1994  the  Defense  De- 
partment started  to  list  the  Spratlys/South 
China  Sea,  together  with  the  Korean  Penin- 
sula, the  Taiwan  Strait,  and  South  Asia, 
as  the  areas  in  Asia  where  armed  conflicts 
were  likely  to  occur.37  In  February  1995,  the 
Defense  Department  published  a  report  on 
"United  States  Security  Strategy  for  the 
East  Asia-Pacific  Region,"  in  which  the 
U.S.  concern  over  the  Spratly  Islands  dis- 
putes and  the  South  China  Sea  issues  were 
also  spelled  out.  The  report  stated  that: 

The  United  States  regards  the  high  seas  [in 
the  South  China  Sea  area]  as  an  interna- 
tional common.  [The  U.S.]  strategic  inter- 
est in  maintaining  the  lines  of  communica- 
tion linking  Southeast  Asia,  Northeast  Asia 
and  the  Indian  Ocean  make  it  essential  that 
[the  United  States]  resistfs]  any  maritime 
claims  beyond  those  permitted  by  the  Law 

38 

of  the  Sea  Convention. 

Before  1995,  although  the  United  States 
did  raise  its  concern  over  the  Spratly  Is- 
lands disputes  and  the  South  China  Sea  is- 


Len-He-Bao,  United  Daily  (Taipei),  August  24, 
1993,  9. 

37Len-Hc-Bao,  United  Daily  (Hong  Kong),  De- 
cember 14,  1995,  2. 
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United  Security  Strategy  for  East  Asia  Pacific 
(February  1995):- 20 
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sues,  and  worried  about  the  potential  armed 
conflicts  arising  from  the  territorial  dis- 
putes in  the  area,  Washington's^position 
of  non-involvement  remained  intact.  How- 
ever, this  position  started  to  change  after 
February  1995,  when  the  Philippines  dis- 
covered Chinese-built  structures  on  Meji 
Jiao  (Mischief  Reef)  (See  Map  3),  which  is 
135  nautical  miles  (170  kilometers)  west  of 
the  Philippine  islands  of  Palawan.  Sev- 
eral reasons  can  be  given  to  explain  why 
the  United  States  has  moved  from  a  non- 
involvement  to  a  limited-intervention  po- 
sition since  the  early  1995.  First,  the  Philip- 
pines is  one  of  the  U.S.  allies  in  the  Asia- 
Pacific  region.  The  United  States  is  com- 
mitted under  the  1951  U.S.-  Philippine  Mu- 
tual Defense  Treaty41  to  defend  the  Philip- 
pines's  security.  If  the  disputes  in  the 
Spratly  Islands  were  to  erupt  into  a  se- 
rious armed  conflict  between  the  Philip- 
pines and  China,  the  United  States  would 
be  forced  to  get  involved  in  the  conflict. 
Accordingly,  the  U.S.  security  and  stra- 
tegic interest  in  the  Asia-Pacific,  specifi- 
cally preserving  the  region's  stability, 
would  be  adversely  affected.  Second,  the 
normalization  of  U.S.-Vietnamese  relation- 
ship started  in  1994  and  early  1995,  the 
plan  for  Vietnam  to  join  the  ASEAN  in 
July  1995,  an  emerging  consolidated  ap- 
proach adopted  by  ASEAN  member  states 


"Treacherous  Shoals,"  Far  Eastern  Economic 
Review  (August  13,  1992):  17. 

""For  the  event,  see  "Territorial  Imperative,"  Far 
Eastern  Economic  Review  (February  23,  1995):  14- 
16  and  "Making  Mischief,"  Economist  (February  18, 
1995):  28. 

4lThe  Mutual  Defense  Treaty,  United  States  -- 
Philippines,  August  30,  1951,  3  U.S.T.  3947,  T.I.A.S. 
2529,  177U.N.T.S.  J 33. 


to  counter  China's  actions  in  the  Spratlys/ 
South  China  Sea  area,  and  the  increasing 
economic  and  political  importance  between 
the  United  States  and  ASEAN  made  it 
necessary  for  the  United  States  to  take  a 
clearer  and  stronger  stance  on  the  Sprat- 
lys/South  China  Sea  issues.  Third,  it  was 
the  U.S.  security  and  strategic  interest  to 
prevent  a  regional  hegemonic  power,  i.e., 
China,  from  emerging  in  Southeast  Asia, 
because  that  hegemonic  power  might  up- 
set the  region's  stability.  Finally,  in  ad- 
dition to  the  actions  and  counter-actions 
taken  by  China  and  the  Philippines,  other 
claimant  states,  such  as  Vietnam,  Taiwan, 
and  Malaysia  were  also  taking  actions  to 
back  up  their  respective  claims,  which  in- 
creased the  tensions  and  the  possibility 
of  armed  conflicts  in  the  Spratlys/South 
China  Sea  area.  It  was  against  this  back- 
ground, that  the  U.S.  policy  started  to 
move  from  a  non-involvement  to  a  limited- 
intervention  position  since  the  early  1995. 

After  the  discovery  of  the  Chinese-built 
structures  on  Mischief  Reef  in  early  1995, 
tensions  in  the  Spratly  Islands  area  escal- 
ated quickly  by  actions  and  counter-actions 
taken  by  the  two  disputed  parties.  For  in- 
stance, Fidel  Ramos,  President  of  the  Philip- 
pines, ordered  to  redeploy  the  country's  en- 
tire combat  air  force  to  the  Spratly  Islands 
area.  In  addition,  Ramos  gave  orders  to  de- 
stroy Chinese  sovereignty  markers  that  had 
been  placed  on  the  disputed  reefs  of  the 

42 

Spratly  Islands.  Moreover,  the  Philippines 
seized  four  Chinese  fishing  boats  near  Half 
Moon  Shoal  in  the  Spratlys  and  arrested 
62  crew  members,  charging  them  with  il- 


"Philippines  Blow  Up  Chinese  Markers  in  Sprat- 
lys," Reuters  World  Service,  March  23,  1995. 
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legally  fishing  in  the  Philippines'  EEZ. 
On  March  25,  1995,  the  Taiwanese  forces 
fired  on  a  Vietnamese  freighter  which  had 
strayed  into  a  restricted  area  around  Itu 
Aba  (Tai-pin),  the  largest  island  in  the 
Spratly  Islands  group.  Later  that  month, 
Taiwan  announced  that  three  patrol  boats 
of  its  maritime  police  would  be  sent  to 

44 

the  Spratlys.  Warships  had  also  been  dis- 
patched by  China  to  the  disputed  area. 

Concerning  the  conflict  between  China 
and  one  of  its  allies  in  the  South  China 
Sea,  on  February  14,  1995,  the  U.S.  State  De- 
partment urged  the  two  parties  to  resolve 
the  disputes  by  peaceful  means.  The  United 
States  also  reiterated  its  long-standing  neut- 
ral position  on  the  legal  merits  of  com- 
peting sovereignty  claims.4  On  March  10, 
1995,  Benjamin  A.  Gilman,  a  member  of 
the  U.S.  House  of  Representatives,  intro- 
duced a  resolution,  which  was  "designed  to 
focus  attention  on  peace  and  stability  in 
the  South  China  Sea  which  is  a  matter  of 
strategic  national  interest  to  the  United 

46 

States,  its  friends,  and  allies."  The  resolu- 
tion asked  the  House  of  Representatives: 

(1)  to  declare  the  right  of  free  passage 
through  the  South  China  Sea  to  be  in 


"Long  Shadow:  Southeast  Asians  Have  China 
on  Their  Mind,"  Far  Eastern  Economic  Review  (De- 
cember 28,  1995  and  January  4,  1996):  18. 

44 

The  mission  was  later  called  off  in  response 
to  international  concerns  that  such  a  move  would 
be  destabilizing  at  the  time. 

45 

"Washington  Urges  Peaceful  Solution  to  Sprat- 
ly Disputes,"  AgenceFrance-Presse,  February  14, 1 995. 

46"Peace  and  Stability  in  the  South  China  Sea," 
Congressional  Record  —  Extension  of  Remarks,  104th 
Congress,  1st  Session,  141  Cong  Rec  E  577,  March 
10,  1995. 


the  national  security  interests  of  the 
United  States,  its  friends,  and  allies; 

(2)  to  declare  that  any  attempt  by  a  non- 
democratic  power  to  assert,  through  the 
use  of  force  of  intimidation,  its  claims 
to  territory  in  the  South  China  to  be  a 
matter  of  grave  concern  to  the  United 
States; 

(3)  to  call  upon  the  Government  of  the 
People's  Republic  of  China  to  adhere 
faithfully  to  its  commitment  under  the 
Manila  Declaration  of  1992;  and 

(4)  to  call  upon  the  President  of  the  United 
States  to  review  the  defense  needs  of  demo- 
cratic countries  with  claims  to  territory  in 
the  South  China  Sea.47 

On  March  19  the  same  year,  Robert 
Manning  of  the  Progressive  Policy  Institute 
and  James  Przystup  of  the  Heritage  Foun- 
dation, members  of  the  two  U.S.  important 
think-tanks,  wrote  an  article  published  in 
the  Washington  Post,  in  which  they  pro- 
posed that  the  U.S.  government  should  take 
the  following  actions:  (1)  to  actively  sup- 
port the  ASEAN  Manila  Declaration  on 
the  South  China  Sea  adopted  in  July  1992; 

(2)  to  support  Indonesia's  efforts  to  trans- 
form the  informal  Workshop  on  Managing 
Potential  Conflicts  in  the  South  China  Sea 
into  an  official  negotiation  forum  under 
the  auspices  of  either  ASEAN  Regional 
Forum  (ARF)  or  the  U.N.  Security  Council; 

(3)  to  provide  surplus  military  equipment 
to  the  Philippines  and  if  financially  feas- 
ible, selling  new  aircraft  and  patrol  boats 
to  Manila;  and  (4)  to  arrange  for  a  U.S.  war- 
ship port  call  to  Cam  Ranh  Bay  in  Vietnam 
and  to  begin  discussions  with  Hanoi  for 


"ibid.,  E578. 
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regular  access  to  Cam  Ranh  Bay  and  miht- 

,.  ,  48 

ary-to-mihtary  dialogue. 

As  the  Philippine-Chinese  conflict  in 
the  Spratly  Islands  gradually  escalated,  the 
U.S.  Senate's  concern  over  the  event  also 
increased.  On  March  30,  1995,  a  resolution 
(Senate  Resolution  97)  was  referred  to  the 
Senate  Foreign  Relations  Committee,  in 
which  the  Senate:  (1)  urges  the  executive 
branch  to  reiterate  to  the  claimants  in  the 
South  China  Sea  that  the  United  States  does 
not  take  a  position  on  any  individual  claim; 
(2)  calls  upon  all  of  the  claimants  to  refrain 
from  using  military  force  to  assert  or  ex- 
pand territorial  claims  in  the  South  China 
Sea;  (3)  urges  the  executive  branch  to  de- 
clare the  active  support  of  the  United  States 
for  the  1992  Manila  Declaration  on  the  As- 
sociation of  South  East  Asian  Nations,  and 
calls  upon  all  the  claimants  to  observe  faith- 
fully its  provisions;  and  (4)  calls  upon  the 
claimants  to  scrupulously  observe  the  Ja- 
nuary, 1995  status  quo  ante  pending  any 
negotiations  or  resolution  of  the  conflicts 
between  such  claimants  over  such  claims. 

The  Clinton  Administration's  concern 
about  the  conflict  was  expressed  by  Secret- 
ary of  State  Christopher  to  the  Chinese  For- 
eign Minister  Qian  Qichen  who  visited  New 


"China'  Syndrome:  Ambiguity:  What  Seizing 
a  Tiny  Reef  Says  About  Beijing's  Soul,"  Washington 
Post,  March  19,  1995,  C4. 

49"Senate  Resolution  97  —  Relative  to  the  South 
China  Sea,"  Congressional  Record  —  Senate,  104th 
Congress,  1st  session,  14  J  Cong  Rec  S  4932,  March 
30,  1995.  The  resolution  was  amended  and  then 
agreed  to  on  June  22,  1995.  See  "Expressing  the  Sense 
of  the  Senate  with  Respect  to  Peace  and  Stability  in 
the  South  China  Sea,"  Congressional  Record  —  Senate, 
104th  Congress,  1st  session,  141  Cong  Rec  S  8962, 
June  22,  1995. 


York  in  mid- April  1995.  The  Secretary  made 
it  clear  to  the  Chinese  Minister  about  the 
U.S.  stance  on  the  South  China  Sea  issue. 
He  also  stressed  that  the  United  States 
strongly  opposed  the  use  or  threat  of  force 
in  settling  the  Spratly  disputes.  On  May 
10,  1995,  the  U.S.  State  Department  issued 
"the  most  comprehensive  statement  on 
the  Spratlys,"  as  one  report  described.  The 
policy  statement  is  pretty  concise  and  it 
is  important  and  worthwhile  to  quote  the 
document  entirely: 

The  United  States  is  concerned  that  a 
pattern  of  unilateral  actions  and  reactions 
in  the  South  China  Sea  has  increased  ten- 
sions in  that  region.  The  United  States 
strongfy  opposes  the  use  or  threat  of  force 
to  resolve  competing  claims  and  urges  all 
claimants  to  exercise  restraint  and  to  avoid 
destabilizing  actions. 

The  United  States  has  an  abiding  interest  in 
the  maintenance  of  peace  and  stability  in  the 
South  China  Sea.  The  United  States  calls  upon 
claimants  to  intensify  diplomatic  efforts  which 
address  issues  related  to  the  competing  claims, 
taking  into  account  the  interests  of  all  parties, 
and  which  contribute  to  peace  and  prosperity 
in  the  region.  The  United  States  is  willing  to 
assist  in  any  way  that  the  claimants  deem 
helpful. 

The  United  States  reaffirms  its  welcome  of 
the  1992  ASEAN  declaration  on  the  South 
China  Sea.  Maintaining  freedom  of  naviga- 
tion is  a  fundamental  interest  of  the  United 
States. 

Unhindered  navigation  by  all  ships  and  air- 
craft in  the  South  China  Sea  is  essential  for 


Len-Hc-Bao,  United  Daily  (Taipei),  April  21, 
1995,  10. 

''"Dispute  Over  Islands  and  China's  Gunboats 
Roiling  Asian  Waters,"  Washington  Post,  June  5, 
1995,  A14. 
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the  peace  and  prosperity  of  the  entire  Asia- 
Pacific  region,  including  the  United  States. 

The  United  States  takes  no  position  on  the 
legal  merits  of  the  competing  claims  to  sover- 
eignty over  the  various  islands,  reefs,  atoll, 
and  quays  in  the  South  China  Sea.  The  United 
States  would,  however,  view  with  serious 
concern  any  maritime  claim  or  restriction  on 
maritime  activity  in  the  South  Cincluding  the 
1982  United  Nations  Convention  on  the  Law 
of  the  Sea. 

According  to  Christine  Shelly,  the  State  De- 
partment's acting  spokesperson,  "this  is  a 
stronger  statement"  and  "a  stronger  expres- 
sion of  [the  U.S.]  concerns,"  in  particular 
with  regard  to  U.S.  freedom  of  navigation.53 

Three  days  after  the  issue  of  the  U.S.  of- 
ficial policy  statement  on  the  Spratlys/South 
China  Sea,  on  May  13,  1995,  the  Philippine 
government  invited  Filipino  and  foreign 
journalists  to  sail  on  a  vessel  escorted  by 
two  Philippine  warships  to  the  waters  near 
by  the  disputed  Mischief  Reef  for  "news- 
gathering"  activities. 54  In  response  to  this 
event,  the  Chinese  Foreign  Ministry  spokes- 
man issued  a  harsh  statement,  which: 

Advise[d]  the  Philippine  side  not  to  misinter- 
pret the  Chinese  side's  restraint.  The  Philip- 
pine side  had  better  return  to  the  correct 
course  of  settling  the  relevant  dispute  through 
peaceful  talks.  If  the  Philippine  side  conti- 
nues to  act  willfully  and  recklessly,  it  should 


52 

"Spratlys  and  the  South  China  Sea,"  statement 
by  Christine  Shelly,  Acting  Spokesperson,  U.S.  De- 
partment of  State,  May  10,  1995.  The  text  of  the 
statement  can  be  found  in  "State  Department  Regular 
Briefing,"  Federal  News  Service,  May  10,  1995. 


53 


Ibid. 

54It  was  reported  that  the  Philippine  vessel  was 
obstructed  by  two  Chinese  vessels  in  the  waters  near 
Mischief  Reef  for  70  minutes.  See  "Dispute  over  Is- 
lands and  China's  Gunboats  Roiling  Asian  Waters," 
Washington  Post,  June  5,  1995. 


be  responsible  for  all  consequences  arising 
therefrom. 

In  response  to  the  Chinese  statement,  the 
U.S.  State  Department  spokesman  Nicholas 
Burns  stated  in  a  press  meeting,  criticizing 
China  for  using  such  strong  languages  in 
its  inflammatory  statement.  The  U.S.  spokes- 
man further  stated  that  China  should  re- 
frain from  making  such  declarations.56  On 
June  16,  1995,  Joseph  Nye,  Assistant  Sec- 
retary of  Defense  for  International  Secur- 
ity, talked  to  a  group  of  Japanese  journal- 
ists. In  his  remarks,  Nye  said  that  if  milit- 
ary actions  occurred  in  the  Spratly  Islands 
area  and  thus  interfered  with  freedom  of 
navigation,  then  the  United  States  would 
take  actions  to  ensure  that  free  navigation 
in  the  area  continues,57 

Although  the  Pentagon  played  down  the 
importance  of  Nye's  remark,  defense  analysts 
gave  the  statement  much  more  importance, 
saying  that  "it's  the  first  time  there's  been 
mention  of  the  physical  involvement  of 
America  in  a  possible  conflict"  in  the  Sprat- 

58 

lys/South  China  Sea  area.  In  late  July  1995, 
two  U.S.  navy  SEAL  teams  and  the  Philip- 
pine Special  Warfare  and  Action  Group  con- 
ducted small  unit  joint  military  exercises 
in  the  area  west  of  Palawan  Island,  which 
was  close  to  the  disputed  Spratly  Islands.59 


55"Trip  is  'Serious'  Infringement,"  Beijing,  May 
16,  1995  (Xinhua).  Quoted  in  "The  Spratly  Islands," 
Congressional  Record  —  Senate,  104th  Congress,  1st 
session,  141  CongRecS  7386,  May  24,  1995,  S7386. 

56"U.S.  Asks  China  to  Cool  Rhetoric'  on  Territ- 
orial Dispute,"  Associated  Press,  May  17,  1995. 

57"Jolt  From  the  Blue,"  Far  Eastern  Economic 
Review,  August  3,  1995,  22. 

58 


Ibid. 


'Manila  Terms  Spratly  Exercises  Simply  Rou- 
tine," Asian  Wall  Street  Journal,  July  25,  1995. 
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During  the  second  half  of  1995,  the  con- 
flict in  the  Spratlys/South  China  Sea  area 
seemed  to  die  down  gradually,  mainly  because 
several  relevant  events  developed  thereafter. 
First  of  all,  the  Chinese  Foreign  Minister 
Qian  Qichen  announced  during  his  opening 
remarks  at  the  second  ASEAN  Regional  Fo- 
rum (ARF),  held  in  Bandar  Seri  Begawan,  Bru- 
nei that  China  is  willing  to  settle  the  Spratly 
Islands  dispute  in  accordance  with  interna- 
tional law,  including  the  fundamental  princi- 
ples and  legal  regimes  established  in  the 
1982  LOSC.60  Secondly,  on  August  11,  1995, 
China  and  the  Philippines  reached  an  agree- 
ment, in  which  both  sides  agreed  to  abide  by 

61 

a  code  of  conduct  in  the  South  China  Sea. 

While  attending  the  Seven-Plus-Seven 
session  of  the  ASEAN  Post-Ministerial  Con- 
ference held  at  Bandar  Seri  Begawan,  Bru- 
nei, August  2,  1995,  the  U.S.  Secretary  of 
State  Christopher  made  it  clear  the  U.S.  in- 
terest in  a  peaceful  resolution  of  disputes 
in  the  South  China  Sea.  He  stated  that  the 

62 

United  States  supported  the  ARF.    In  ad- 


"ASEAN-China:  South-East  Asia  Hopes  on 
Spratlys  Row  Raised,"  InterPressService,  July  31,1 995 . 

61The  Code  of  Conduct  includes  the  following 
principles:  (10  territorial  dispute  should  not  affect 
normal  relations;  (2)  refrain  from  using  force  or 
threat  of  force  to  resolve  dispute;  (3)  a  gradual  and 
progressive  process  of  cooperation  towards  settle- 
ment; (4)  resolution  based  on  international  law,  in- 
cluding the  1982  UN  Convention  on  the  Law  of  the 
Sea;  (5)  keep  an  open-minded  attitudes  to  pursue  mul- 
tilateral cooperation;  (6)  promotion  of  safe  naviga- 
tion and  prevention  of  piracy,  (7)  protection  of  ma- 
rine environment  and  conservation  resources;  and 
(8)  without  affecting  navigation  freedom,  disputes 
should  be  settled  directly  by  the  countries  concern- 
ed. For  the  Code,  see  "China  Assures  RP  on  Spratlys," 
Manila  Bulletin,  August  12,  1995,  6. 

62 

Remarks  by  Secretary  Christopher  at  the 
Seven-Plus-Seven  Session  of  the  ASEAN  Post-Min- 


dition,  the  Secretary  emphasized  that  the 
U.S.  security  treaties  with  Japan,  Korea,  the 
Philippines,  Thailand,  and  Australia  would 
continue  to  adhere  to  the  U.S.  security  com- 
mitment. The  United  States  would  main- 
tain approximately  100,000  troops  in  the 
Asia-Pacific  region.63  Moreover,  he  reiter- 
ated his  statement  made  at  the  second 
ARF's  discussions  that  the  United  States 
continued  to  urge  the  claimant  states  to 
the  Spratly  Islands  to  intensify  diplomatic 
efforts  to  manage  the  disputes  peacefully. 
The  United  States  welcomed  the  Chinese  for- 
eign minister's  statement  regarding  China's 
willingness  to  act  in  accordance  with  interna- 
tional law,  including  the  1982  LOSC,  in  its 
efforts  to  settle  the  Spratly  Islands  disputes 

64 

and  the  South  China  Sea  issues. 

Tensions  increased  again  in  the  Sprat- 
lys/South China  Sea  area  in  May  1996.  On 
May  15,  1996,  China  announced  its  decision 
to  ratify  the  1982  LOSC  and  the  baselines  of 
part  of  its  territorial  sea  adjacent  to  the  main- 
land and  those  of  the  territorial  sea  adjacent 
to  the  Paracel  Islands,  which  was  also  claimed 
by  Vietnam  and  Taiwan.65  Two  days  later, 
the  Philippines  issued  a  statement,  which,  in- 
ter alia,  stated  that  the  Philippines  was  grave- 
ly concerned  over  the  Chinese  baselines  de- 
claration. The  Philippine  government  stated, 

China's  actions  in  a  disputed  part  of  the 
South  China  Sea  disturbs  the  stability  of  the 
area.sets  back  the  spirit  of  cooperation  that 


isterial  Conference,  Bandar  Seri  Begawan,  Brunei, 
August  2,  1995,  in  U.S.  Department  of  State  Dispatch, 
6/32  (August  7,  1995):  609. 

"ibid.,  610. 

MIbid.,  611. 

65For  the  Declaration,  sec  Division  for  Ocean  Af- 
fairs and  the  Law  of  the  Sea,  Office  of  Legal  Affairs, 
United  Nations,  Law  of  the  Sea  Bulletin  32  (No- 
vember 1996):  37-40 
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has  been  slowly  developing  in  the  South 
China  Sea  and  does  not  help  in  the  resolu- 
tion of  the  disputes  there.  The  Philippines 
calls  upon  China  to  confer  with  other  par- 
ties to  the  disputes  in  the  South  China  Sea 
with  a  view  to  settling  their  differences  in  a 
friendly  manner  on  the  basis  of  equality  and 
mutual  respect. 

Later  on,  Vietnam  registered  its  objec- 
tions to  the  Chinese  declaration  on  the  base- 
lines, which  was  communicated  by  the  Per- 
manent Mission  of  Vietnam  to  the  United 
Nations  in  note  verbal  dated  June  6,  1996. 
Vietnam  accused  China's  establishment  of 
the  territorial  baselines  of  the  Paracel  Islands 
(Hoang  Sa  in  Vietnamese)  of  constituting  a 
serious  violation  of  its  sovereignty  over  the 
Islands.  Vietnam  also  accused  China  of  vio- 
lating the  1982  LOSC  by  giving  the  Paracel 
Islands  the  status  of  an  archipelagic  state 
to  illegally  annex  a  vast  sea  area  into  the  in- 
ternal waters  of  the  said  islands.67 

In  May  1996,  the  United  States  did  not 
respond  specifically  to  China's  baselines 
declaration.  However,  Winston  Lord,  Assist- 
ant Secretary  of  East  Asia  and  Pacific  Af- 
fairs, stated  before  the  Asia  and  Pacific  Sub- 
committee of  the  House  International  Rela- 
tions Committee  on  May  30,  1996  that: 

...  Some  modest,  but  positive,  diplomatic 
efforts  by  [the  claimant]  countries  in  1995 
eased  tensions  between  China  and  the  Phi- 
lippines. A  unified  ASEAN  approach  on  the 
Spratlys  in  April  1995  meetings  with  China; 
discussion  of  the  South  China  Sea  situation 
at  the  August  1995  ASEAN  Regional  Forum; 


For  Statement  of  the  Department  of  Foreign 
Affairs  on  the  Ratification  by  China  of  the  United 
Nations  Convention  on  the  Law  of  the  Sea,  ibid.,  88. 

6?For  Objections  to  the  Statement  of  15  May  1996 
made  by  the  Government  of  the  People's  Republic 
of  China  on-  the  Baselines  from  which  the  Breadth 
of  China's  Territorial  Sea  Is  Measured,  ibid.,  91. 


and  separate,  more  intense,  bilateral  among 
the  Philippines,  China,  and  Vietnam  have 
all  contributed  to  this  modest  improvement. 
Our  own  May  1995  public  statement  on  the 
South  China  Sea  was  also  welcomed  by 
ASEAN  as  making  an  important  contribu- 
tion to  diplomatic  efforts  to  ease  tensions.68 

He  then  continued  to  elaborate  the  U.S. 
official  position  on  the  Spratlys/South  China 
Sea  as  stated  in  the  May  10,  1995  U.S.  State 
Department's  statement.69  Although  ASEAN 
asked  China  to  explain  its  baselines  de- 
claration made  on  May  15,  1996,70  Secretary 
of  State  Christopher  did  not  touch  upon 
that  issue  either  when  he  attended  the  third 
ARF  held  in  Jakarta,  Indonesia,  July  23, 
1996.    He  just  stressed  the  importance  of 
the  ARF  to  help  defuse  tensions  surround- 
ing territorial  claims  in  the  South  China 
Sea  and  the  Spratly  Islands.  He  made  it 
clear  that  "ensuring  freedom  of  naviga- 
tion in  sea  lanes  that  carry  25  per  cent  of 
the  world's  ocean  freight  is  vital  to  the  se- 
curity and  prosperity  of  the  Asia-Pacific 
region."  He  reiterate  the  U.S.  official  posi- 
tion stated  in  the  May  10,  1995  statement.72 


Southeast  Asia  Regional  Security  Issues:  Op- 
portunities for  Peace,  Stability,  and  Prosperity,  Win- 
ston Lord,  Assistant  Secretary  for  East  Asian  and 
Pacific  Affairs,  Statement  before  the  Asia  and  Pa- 
cific Subcommittee  of  the  House  International  Re- 
lations Committee,  Washington,  D.C.,  May  30,  1996, 
in  U.S.  Department  of  State  Dispatch,  7/22  (May 
27,  1996):  271. 


See  "South  Chian  Sea:  With  An  Eye  on  China, 
Indonesia  Shows  It  Guard,"  Inter  Press  Service,  Sep- 
tember 2,  1996. 

71 

Secretary  Christopher's  written  statement  at 
the  ASEAN  Regional  Forum,  Jakarta,  Indonesia,  July 
23,  1996,  in  U.S.  Department  of  State  Dispatch  7/31 
(July  29,  1996). 

nIbid. 
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But,  he  said  nothing  about  China's  actions 
in  drawing  archipelagic  straight  baselines 
in  the  Paracel  Islands  of  the  South  China 
Sea,  even  though  China's  baselines  declara- 
tion can  be  challenged  as  not  consistent 
with  the  1982  LOSC.  The  first  U.S.  reaction 
to  China's  baselines  declaration  was  re- 
ported in  September  1996,  which  stated 
"the  United  States  has  implicitly  warned 
Beijing  that  it  will  not  respect  a  formal  Chi- 
nese declaration  that  would  restrict  freedom 
of  movement  by  American  warships  and  mi- 

73  i 

litary  aircraft  in  Asian  waters."  The  United 
States  considered  the  Chinese  act  as  con- 
trary to  international  law.  This  view  was 
communicated  to  the  Chinese  government 
through  diplomatic  channels.  Why  did  the 
Clinton  Administration  keep  its  challenge 
private  and  low-key?  Two  reasons  were  listed 
in  the  report.  First*  the  U.S.  government  tried 
to  avoid  upsetting  U.S.-China  relations.  Sec- 
ond, Washington's  challenge  to  the  Chinese 
baselines  declaration  would  be  weakened 
by  the  fact  that  the  United  States  has  not 
yet  ratified  the  1982  LOSC  while  China  had 

75 

done  so  in  June  1996. 

Conclusion 

Based  upon  those  positions  and  ac- 
tions taken  under  the  Reagan,  Bush,  and 
Clinton  Administrations,  the  U.S.  official 
policy  on  the  Spratly  Islands  disputes  and 
the  South  China  Sea  issues  can  be  sum- 
marized as  the  following:  (1)  the  United 
States  takes  no  position  on  the  legal  merits 


"U.S.  Warns  China  on  Sea  Expansion,"  Inter- 
national Herald  Tribune,  September  19,  1996. 

15ibid. 


of  the  competing  claims  to  the  ownership 
of  the  islands  in  the  Spratlys  (South  China 
Sea  area);  (2)  the  United  States  believes  that 
the  management  and  settlement  of  the 
Spratly  Islands  disputes  and  the  South 
China  Sea  issues  are  closely  related  to  the 
U.S.  vital  interests  in  preserving  stability, 
peace,  and  prosperity  in  the  Asia-Pacific 
region,  and  accordingly  demands  for  a  peace- 
ful resolution  of  the  issues;  (3)  the  United 
States  insists  that  its  rights  entitled  under 
international  law,  in  particular,  freedom  of 
navigation,  in  the  Spratlys  (South  China 
Sea  area)  must  not  be  obstructed  or  restrict- 
ed by  any  claimant  state  in  the  said  area; 
and  (4)  the  United  States  asks  that  mari- 
time claims  raised  by  or  maritime  activities 
conducted  by  the  claimant  states  in  the 
Spratlys  (South  China  Sea  area)  must  be 
consistent  with  the  rules  and  principles  of 
international  law.  In  accordance  with  this 
policy,  the  United  States  has  adopted  the 
following  policy  measures:  (1)  the  United 
States  gives  its  support  for  those  declara- 
tions, formal  and  informal  security  arrange- 
ment and  dialogues  which  urge  all  the  claim- 
ant states  in  the  Spratlys  (South  China  Sea 
area)  to  resolve  their  differences  by  peace- 
ful means;  and  (2)  the  United  States  gives 
its  support  for  the  bilateral  and  multilat- 
eral negotiations  between  and  among  the 
claimant  states  in  the  area  to  intensify  dip- 
lomatic efforts  to  settle  the  disputes. 

Bearing  this  policy  in  mind,  it  must 
be  recalled  that  issues  involving  competing 
sovereignty  claims,  legitimacy  and  territorial 
disputes  have  always  been  main  source  of 
regional  and  international  tensions,  as  stated 
at  the  very  beginning  of  this  paper.  In  the 
Spratlys  (South  China  Sea  area),  there  are 
much  to  be  worried  about  in  the  years  to 
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come,  mainly  because  all  but  one76  of  the 
claimants  to  the  Spratly  Islands  had  rati- 
fied the  1982  LOSC.77  It  is  to  be  observed 
whether  the  ratification  of  the  Convention  by 
the  claimant  states  would  defuse  or  increase 
tensions  in  the  Spratlys  (South  China  Sea 
area).  This  author  is  taking  a  pessimistic  view 
with  regard  to  the  future  development  of  the 
territorial  and  jurisdictional  disputes  in  the 
area.  Three  reasons  can  be  given  to  support 
this  view.  First,  I  believe,  each  claimant  state 
will  selectively  refer  to  those  provisions  in 
the  1982  LOSC  to  back  up  its  territorial  and 
jurisdictional  claims.  Second,  it  would  be  very 
difficult  to  delimit  the  maritime  boundaries  in 
the  Spratlys  (South  China  Sea  area)  before 
the  territorial  issues  are  completely  settled. 
Third,  disputes  with  respect  to  different  uses 
of  the  ocean  space  and  marine  resources, 
such  as  fisheries,  offshore  oil  and  gas  explora- 
tion and  exploitation,  shipping,  marine  scien- 
tific research,  are  certain  to  arise  in  the  over- 
lapped or  disputed  waters,  given  the  fact  that 
all  of  the  claimant  states  have  established  a 
200-mile  EEZ,  and  the  fact  that  there  are  more 
than  200  islets  or  atolls  in  the  area,  no  point 
is  more  than  200  nautical  mile  from  land. 

Facing  this  potential  situation,  which 
might  affect  the  U.S.  critical  national  inter- 
ests in  the  Asia-Pacific  region  as  discussed 
earlier,  it  is  not  only  important  for  the  United 
States  to  make  it  clear  what  the  U.S.  policy 


Taiwan  is  not  a  member  of  the  United  Na- 
tions. Accordingly,  it  has  been  barred  from  particip- 
ating all  the  UN  activities  since  its  withdrawal  from 
the  organization  in  1972. 
77 

China  ratified  the  Convention  on  June  7, 
1996;  Malaysia  October  14,  1996;  the  Philippines 
May  8,  1984;  Vietnam  July  25,  1994;  and  Brunei 
November  5,  1996. 


on  the  Spratly  Islands  disputes  and  the 
South  China  Sea  issues  is,  but  also  engage 
itself  actively  to  the  management  of  potential 
conflicts  in  the  area.  The  United  States 
should  play  a  much  more  constructive  role  in 
the  two-track  dialogue  process  developed  in 
the  Asia-Pacific  region.  On  the  first  track, 
the  United  States  should  continue  to  partici- 
pate and  contribute  in  the  ARF  and  ASEAN 
Post-Ministerial  Conference  which  are  held 
annually.  On  the  second  track,  the  United 
States  should  give  its  support  to  the  non- 
governmental organizations'  activities,  such 
as  the  Council  for  Security  Cooperation  in 
the  Asia-Pacific.  The  United  States  should 
also  find  ways  to  enable  itself  to  participate 
in  the  Workshop  on  Managing  Potential  Con- 
flicts in  the  South  China  Sea  and  the  relevant 
technical  working  groups  on  marine  scientific 
research,  marine  environmental  protection, 
shipping,  and  legal  matters  held  under  the 
mandate  of  the  Workshop.  But  most  impor- 
tantly, it  would  be  necessary  for  the  United 
States  to  accede  to  the  1982  LOSC  as  soon 
as  possible. 

In  the  future,  if  China  continues  to  build 
up  its  naval  and  air  force  capabilities  and 
expand  its  military  presence  in  the  Sprat- 
lys (South  China  Sea  area),  with  an  inten- 
tion of  taking  expansion  or  aggressive  ac- 
tions which  accordingly  are  to  destabilize 
the  situation  in  the  area,  it  can  be  expected 
that  the  degree  of  U.S.  involvement  in  the 
disputes  would  be  increased  to  a  larger  ex- 
tent. In  addition,  it  is  also  believed  that  the 
U.S.-ASEAN  and  U.S. -Asia-Pacific  two-way 
trade  and  bilateral  relations  will  continue  to 
grow,  which  accordingly  will  affect  the  im- 
plementation or  revision  of  the  U.S.  official 
policy  on  the  Spratly  Islands  disputes  and 
the  South  China  Sea  issues. 
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The  Indonesian  Armed  Forces: 
Internally  and  Externally 


THE  ARMED  FORCES  OF  INDONESIA,  by 
Robert  Lowry,  Allen  &  Unwin  Pty  Ltd., 
Australia,  1996,  282  pp.  +  xxiv.  This  review 
article  by  Adi  Prathomo  is  translated  from 
its  originally  Indonesian  version. 

Another  contribution  to  the  liter- 
ature on  the  Indonesian  Armed 
Forces  (ABRI).  This  time  it  is  writ- 
ten by  a  retired  Australian  armed  forces 
lieutenant-colonel  who  is  also  a  graduate 
of  the  Indonesian  Command  and  Staff 
College  (SESKOAD),  Bandung.  Hence  he 
uses  his  experience  at  the  Seskoad  to  write 

this  book. 

* o  •  ..  •  worn  sriJ  ai  2tri  I 

Unlike  his  previous  discussion  on  ABRI, 

in  this  book  Robert  Lowry  gives  a  quite  de- 
tailed and  comprehensive  analysis  of  the 
Indonesian  Armed  Forces.  Accordingly,  it 
is  not  an  axaggeration  if  we  call  this  book 
a  white  book  on  Indonesia's  defence  and 
security  "plus".  Why  plus?  Because  the 
format  of  this  book  seems  to  resemble  the 
white  book  that  is  usually  published  by 
the  department  of  defence  and  security 

'Adi  Prathomo  is  research  staff  of  FOGMA 
(Peace  Dialogue  Forum)  and  is  a  graduate  of  the 
Faculty  of  Social  Sciences,  International  Relations 
Department,  Parahyangan  University,  Bandung. 


of  a  nation.  And  besides,  Robert  Lowry 
has  integrated  all  informations  concern- 
ing ABRI's  internal  and  external  aspects 
in  an  integral  and  pragmatic  manner,  in 
the  sense  that  Robert  Lowry  attempts  to 
avoid  debates  concerning  the  basis  of 
ABRI's  legitimacy  in  Indonesia's  political 
system  as  is  the  case  with  other  books 
about  ABRI.2 

In  his  discussion  Robert  Lowry  lays 
more  emphasis  on  issues  that  are  faced 
or  will  be  .  faced  by  ABRI,  the  Indonesian 
government  and  the  people.  No  doubt  all 
the  discussions  in  this  book  are  viewed 
in  the  light  of  ABRI's  interest. 

Four  main  issues  are  analysed  in  this 
book,  namely:  (a)  external  defence;  (b)  in- 
ternal security;:  (c)  regime  maintenance;  and 
(d)  the  interconnection  between  them  as 
lenses  through  which  to  examine  ABRI's 
effectiveness  and  efficiency  and  its  inter- 
action with  the  broader  Indonesian  society. 
Those  four  issues  are  divided  into  seven 
chapters  and  concluded  with  final  remarks 

2Ian  MacFarling,  The  Dual  Function  of  the  In- 
donesian Armed  Forces:  Military  Politics  in  Indo- 
nesia. Australia  Defence  Studies  Centre:  1996,  par- 
ticularly in  Chapter  9:  Western  Theory  and  Indo- 
nesian Practice. 
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and  a  summary  about  the  strength  of  the 
Indonesian  Armed  Forces  (ABRI). 

Unfortunately,  of  the  four  main  issues 
mentioned  above,  external  defence  is  not 
discussed  at  length  by  Lowry.  This  is  at 
least  evident  from  the  fact  that  internal 
defence  is  discussed  in  a  separate  chapter 
whereas  the  issue  of  external  defence  is 
included  in  the  discussion  on  defence  pol- 
icy and  strategy  in  the  first  sub-chapter. 
The  reviewer  believes  that  both  external 
defence  and  internal  security  are  equally 
important  to  ABRI.  Hence,  it  is  quite  nat- 
ural that  the  issue  of  external  defence  be 
discussed  in  a  separate  chapter  so  as  to 
carry  equal  weight  as  that  of  internal  se- 
curity. 

A  case  in  point  is,  for  example,  ABRI's 
perception  of  China.  Does  ABRI  still  con- 
sider China  as  a  threat  to  Indonesia?  (Ch. 
4).  Or  has  ABRI's  perception  of  external 
threat  begun  to  change  in  that  ABRI  does 
not  refer  to  any  particular  country  but 
lays  more  emphasis  on  the  situation  and 
external  environmental  condition  gener- 
ated by  the  relationships  among  coun- 
tries in  the  Asia-Pacific? 

Separating  the  discussion  on  external 
defence  in  an  exclusive  chapter  may  help 
readers  understand  clearly  the  relationship 
between  external  threat,  external  defence 
and  defenece  cooperation  established  by 
Indonesia  with  some  neighbouring  coun- 
tries or  with  countries  exerting  great  in- 
fluence on  the  international  economic-po- 
litical field  such  as,  the  USA,  European 
countries,  Russia  and  the  like.  This  is  the 
more  so  if  it  is  related  to  the  concept  of 
Indonesian  external  defence  and  security, 
which  is  based  on  the  concept  of  con- 
centric circle  with  Jakarta  as  centre.  In 


fact  as  to  the  concept  of  concentric  circle 
itself,  nobody  knows  about  its  origin; 
who  has  developed  it  and  why  has  it 
become  Indonesia's  point  of  view  up  to 
now  -  particularly  among  the  circle  of 
ABRI  decision-makers  -  and  considered 
valid  in  analysing  Indonesia's  external  en- 
vironmental development.  Perhaps  Robert 
Lowry  would  discuss  it  separately  on  an- 
other occasion  so  as  to  complement  the 
existing  information  in  this  book. 

Besides,  in  the  analysis  of  external  threat 
and  external  defence,  one  point  seems  to 
have  been  overlooked  namely  the  question 
concerning  ABRI's  viewpoint  with  regard 
to  the  normalisation  of  diplomatic  rela- 
tions between  Indonesia  and  China  in  1990. 
It  is  common  knowledge  that  there  was  a 
marked  difference  in  the  views  and  opin- 
ions among  ABRI,  political  elites  and  bu- 
siness people  concerning  the  normalisa- 
tion of  diplomatic  relations  between  China 
and  Indonesia. 

No  doubt  the  differing  views  and  opin- 
ions must  have  considerably  affected  the 
substance  of  ABRI's  external  defence. 
This  is  the  more  so  in  view  of  the  fact 
that  Robert  Lowry  has  been  able  to  identi- 
fy the  units  involved  in  the  decision- 
making process  of  Indonesia's  defence 
policy,  such  as,  for  example,  the  President 


Dewi  Fortuna  Anwar,  Indonesia  and  the  Se- 
curity of  Southeast  Asia  (Jakarta:  CSIS,  1992).  This 
book  is  one  of  the  references  used  by  Robert 
Lowry,  in  which  he  even  mentions  in  the  preface 
that  he  has  met  the  author  herself.  Unfortunately 
he  did  not  use  the  opportunity  to  elaborate  more 
on  the  differing  views  and  opinions  concerning  the 
normalisation  of  diplomatic  relations  between  Indo- 
nesia and  China  so  as  to  provide  additional  informa- 
tion in  the  discussion  of  Indonesia's  defence  policy 
and  strategy  in  the  first  chapter. 
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as  the  supreme  commander  of  the  armed 
forces,  National  Defence  and  Security 
Council  (Wanhankamnas),  the  Coordinat- 
ing Minister  for  Defence  and  Security 
(Menko  Polkam),  The  Minister  for  Defence 
and  Security  (Menhankam),  and  ABRI 
Commander-in-Chief  (Pangab)  (pp.  16-19). 
Hence  it  would  add  to  the  benefit  of  ABRI 
observers  if  Robert  Lowry  could  describe 
the  working  mechanism  of  those  units  in 
certain  cases. 

Unlike  the  discussion  of  external  de- 
fence and  external  threat,  elaboration  on 
Command  and  Control  (Chapter  2),  ABRI 
Business  (Chapter  5),  Internal  Security 
(Chapter  6),  and  ABRI's  Social -Political 
Role  and  Strategy  (Chapter  7).  Robert 
Lowry  appears  to  be  more  straightfor- 
ward or  he  persistently  looks  for  the  ne- 
cessary facts  in  discussing  those  issues. 
In  his  persistence  to  get  various  facts 
about  the  development  of  the  political 
situation  and  condition  in  Indonesia, 
Robert  Lowry  even  overtly  identifies  two 
factors  posing  a  threat  to  Indonesia's  so- 
cial-political life,  which  is  ideological  in 
nature  and  another  one  is  related  to  the 
separatist  movements. 

Of  the  three  internal  threats,  worth 
noting  is  Lowry's  identification  of  the 
internal  threats  which  are  ideological  in 
nature,  namely  Islam  and  Liberalism. 

Lowry  includes  the  two  factors  of 
threat  in  his  discussion  of  Internal  Secur- 
ity in  Chapter  6  (pp.  148-149)  and  in 
ABRI's  Social-Political  Role  and  Strategy 
in  Chapter  7  (pp.  196-200).  Indonesian  Mos- 
lems or  Moslem  Community  of  other  coun- 
tries need  not  become  emotional  in  read- 
ing this  section  of  the  book.  This  is  due 
to  the  fact  that  Lowry's  elaboration  on 


Islamic  threat  to  the  ruling  regime  and 
ABRI  is  not  supported  either  by  a  num- 
ber of  facts  or  strong  arguments.  On  the 
contrary,  Robert  Lowry  himself  appears 
not  to  be  very  sure  about  this  in  the  sense 
that  he  draws  hasty  conclusions  from  the 
facts  and  development  of  Islam  and  the 
Moslem  community  of  Indonesia  since 
the  1990s.4 

Aside  from  the  too  hasty  conclusion 
of  Islam  posing  a  threat,  it  turns  out  that 
Lowry's  discussion  shows  the  other  way 
round,  namely  that  the  Indonesian  gov- 
ernment and  ABRI  precisely  make  at- 
tempts to  take  relatively  compromising 
steps  with  regard  to  the  Islamic  power  or 
in  other  words  some  interest  and  pressure 
groups  begin  to  take  an  interest  in  the 
Islamic  power  in  order  to  have  more  po- 
litical legitimacy  or  to  sustain  the  exist- 
ing political  legitimacy  (status  quo).  Fur- 
thermore, if  Robert  Lowry  intends  to 
categorise  Islam  as  a  threat,  he  has  to 
identify  further  which  Islamic  power  and 
which  Islamic  group  are  categorised  as 
posing  a  threat  to  the  government  and 
ABRI.  In  addition,  he  may  also  identify 
the  high  ranking  officers  among  ABRI 
circles  who  have  a  santri  (strict  adherent 
of  Islam)  background.  Hence  which  Is- 

4Compare  with  Adam  Schwarz's  analysis  on 
Islam  in  A  Nation  in  Waiting:  Indonesia  in  the 
1990s  (Australia:  Allen  &  Unwin  Pty  Ltd.,  1994) 
in  Chapter  7:  "Islam:  Coming  in  from  the  Cold?"; 
and  Michael  R.J.  Vatikiotis,  Indonesian  Politics 
under  Soeharto:  Order,  Development  and  Pressure 
for  Change  (London:  Routledge,  1993)  in  Chapter 
5:  "Toward  an  Islamic  Identity?;  Bachtiar  Effendy, 
"Islam  dan  Negara:  Transformasi  Pcmikiran  dan 
Praktek  Politik  Islam  di  Indonesia",  in  Prisma 
journal,  no.  5  (May  1995):  3-28;  and  M.  Rusli  Ka- 
rim,  "Konflik  Islam  Kontcmporer  di  Indonesia: 
Berbagai  Variasi  dan  Kerumitannya",  in  Prisma  no.  7 
(May  1995):  43-61. 
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lamic  community  is  he  referring  to?  Is 
he  referring  to  Islam  outside  ABRI  circle 
or  to  those  belonging  to  ABRI's  inner 
circle?  Therefore,  if  Lowry  wants  to  con- 
tinue to  discuss  about  Islam,  he  should 
cautiously  avoid  the  dichotomy  of  East 
(J slam)  --  West  in  order  not  to  give  rise 
to  a  fundamental  misperception  by  other 
ABRI  observers  or  Robert  Lowry  himself. 

The  discussion  of  liberalism  as  a  threat 
does  not  differ  miich  from  that  of  Islam. 
The  elaboration  is  too  simple  in  that  it 
only  takes  the  incident  incurred  by  PDI 
(Indonesian  Democratic  Party)  in  mid- 1996 
as  a  case  in  point,  whereas  there  are  many 
other  cases  that  may  be  included  in  this 
section.  For  instance,  how  is  the  role  play- 
ed by  NGOs  or  how  does  the  wish  of  cer- 
tain circles  in  society  to  form  new  parties 
happen  to  surface,  such  as  New  Masyumi,  ■ 
New  PNI,  PUDI  and  the  like?  Or  it  is  also 
evident  from  the  lively  discussion  on  the 
formation  of  a  civil  society  or  clean  gov- 
ernance. This  development  should  have 
arrested  Lowry' s  interestjf-he^wishes  to 
consistently  stick  to  his  proposition  that 
liberalism  constitutes  one  of  the  threats 
as  mentioned  earlier. 

If  in  discussion  of  Islam  as  a  threat 
is  concluded  with  some  questions  (p.  200) 
which  still  call  for  answers  since  Lowry 
himself  is  not  so  sure  about  that,  in  his 
discussion  of  the  liberalism  factor  he  con- 
cludes by  asserting  convincingly  that  lib- 
eralism poses  the  biggest  threat  to  ABRI: 
"Liberalism,  nevertheless,  poses  the  big- 
gest threat  to  the  unity  of  ABRI"  (p.  201). 

Related  to  the  threat  factors  that  is 
ideological  in  nature,  especially  the  liberal- 
ism factor,  one  major  point  seems  to  have 
been  overlooked  by  Robert  Lowry,  name- 


ly the  formation  of  the  National  Commis- 
sion on  Indonesian  Human  Rights  {Kom- 
nas HAM).  How  ABRI  viewed  the  forma- 
tion of  Komnas  HAM  should  also  be  taken 
up  by  Lowry.  This  is  due  to  the  fact  that 
the  formation  of  Komnas  HAM  has  signi- 
ficantly affected  the  development  of  Pan- 
casila  Democracy  particularly  with  regard 
to  the  implementation  of  ABRI's  dual  func- 
tion in  Indonesia. 

Notwithstanding  the  flaws  in  Lowry' s 
discussion  of  the  internal  threat  which  is 
ideological,  by  and  large  this  book  is  in- 
teresting to  read  and  may  be  used  as  re- 
ference by  those  who  are  interested  in  com- 
prehending Indonesia's  political  system 
and  ABRI  in  particular.  Worth  noting  is 
especially  some  (sub-)  chapters  discussing 
ABRI  and  President  Soeharto,  internal  se- 
curity, transition  and  presidential  success- 
ion, ABRI  business,  command  and  con- 
trol and  the  like.  At  least,  Lowry's  informa- 
tion and  short  analyses  in  this  book  will 
provide  additional  knowledge  and  at  the 
same  time  information  about  ABRI  com- 
pared to  the  books  that  have  been  pub- 
lished previously,  especially  concerning 
the  position  and  role  of  ABRI  who  is  not 
only  in  charge  of  creating  and  maintain- 
ing national  stability  of  the  Republic  of 
Indonesia  but  also  functioning  as  actor 
through  the  political-economy  of  ABRI's 
dual  function  in  the  political  economic 
system  of  Indonesia5  in  the  future. 


Richard  Robison,  Indonesia,  The  Rise  of  Capital 
(Canberra:  Asian  Studies  Association  of  Australia, 
1986);  Mohtar  Mas'ocd,  Ekonomi  dan  Struktur  Po- 
litik  Orde  Baru  1966-1971  (Jakarta:  LP3ES,  1989); 
Yahya  A.  Muhaimin,  Bisnis  dan  Politik:  Kebijak- 
sanaan  Ekonomi  Indonesia  1950-1980  (Jakarta: 
LP3ES,  1991);  Mohtar  Mas'ocd,  Politik,  Birokrasi  dan 
Pembangunan  (Yogyakarta:  Pustaka  Pelajar,  1994). 
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Public  Administration  in  Indonesia 


PUBLIC  ADMIN1STRA  TION  IN INDONESIA , 
by  Rainer  Rohdewohld,  Montech  Pry  Ltd., 
Australia,  1995,  179  +  x  pp.  This  review  ar- 
ticle by  Agung  Nugroho1  is  translated  from 
its  originally  Indonesian  version. 

THE  publication  of  this  book  is  a 
significant  contribution  to  Indo- 
nesian public  administration.  The 
author,  Rainer  Rohdewohld,  come  from  Bonn 
(Germany),  and  works  in  Indonesia  as  con- 
sultant in  the  field  of  public  administration 
and  management. 

Public  administration  does  not  develop 
in  isolation,  but  in  an  open  environment 
and  must  always  keep  abreast  with  the  de- 
velopment of  societal  dynamics  so  as  to 
properly  meet  the  ever  changing  needs  of 
society  It  is  in  this  context  that  Rohde- 
wohld's  book  will  enrich  current  informa- 
tion concerning  the  development  of  cur- 
rent public  administration  in  Indonesia,  as 
this  book  contains  the  most  up  to  date  in- 
formation collected  up  to  1994/1995. 

Rohdewohld  gives  his  basic  views  con- 
cerning public  administration  by  mention- 
ing that  there  are  at  least  four  major  fac- 
tors in  Indonesian  public  administration 
system  and  behaviour  First,  Indonesian 
public  administration  is  strongly  influ- 
enced by  the  Javanese  traditional  concepts 


Agung  Nugroho  is  lecturer  at  Atma  Jaya  Catholic 
University,  Jakarta  and  is  currently  pursuing  his  doc- 
torate degree  in  Germany 


of  power,  hierarchy  and  conflict  solution. 
Some  Javanese  concepts  such  as  rukun 
(harmonious  status  of  society),  musyawa- 
rah  (deliberation  to  reach  a  concensus),  mu- 
fakat  (consensus  based  on  mutual  con- 
cessions) and  the  like  are  strongly  influ- 
enced by  the  internal  working  mechanism 
of  bureaucracy  with  the  emphasis  on  con- 
sensus, harmony  and  equilibrium,  respect 
of  hierarchy  and  of  the  superiors,  and  fo- 
cusing on  initiative  and  leadership  by  the 
superiors  who  hold  the  decision-making 
authority.  Second,  the  administration  pat- 
tern applied  by  the  Dutch  colonial  gov- 
ernment to  the  indigenous  people  empha- 
sising centralisation  and  the  administra- 
tion elite  called  priayi,  exert  a  great  influ- 
ence on  the  pattern  of  relationship  be- 
tween the  bureaucracy  and  the  people. 
Third,  in  the  new  order  era,  the  state  (in- 
cluding public  administration  being  the 
executive  body)  plays  a  major  role  in  social 
and  economic  development.  Public  admin- 
istration together  with  the  Indonesian 
Armed  Forces  (ABRI)  become  the  main  en- 
gine of  economic  activity,  policy  design 
and  political  decision-making.  Four,  past 
experience  in  the  development  of  the  In- 
donesian nation  when  unity  was  disrupt- 
ed by  rebellions  in  the  regions  have  led 
the  central  government  to  the  strengthen- 
ing of  centralisation  and  decision-making 
through  top-down  approach,  and  by  leaving 
little  real  autonomy  to  regional  authorities. 

This  book  is  based  on  information  pro- 
vided by  the  two  volumes  oV  Sistem  Admi- 
nistrasi  Negara  Indonesia/SANRI)  publish- 
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ed  by  the  National  Agency  for  State  Admin- 
istration as  standard  publication  on  Indo- 
nesian Public  Administration.  It  consists  of 
6  sections  with  its  introduction,  tables  and 
quite  extensive  glossary  and  obbreviations. 

In  the  first  section  Rohdewohld  expound 
the  constitutional  and  legal  framework  of 
the  public  administration  system,  besides 
discussing  the  role  of  the  state  ideology 
Pancasila.  He  apparently  tries  to  point  out 
to  what  extent  Indonesian  public  admin- 
istration is  based  on  traditional  values  and 
concepts  and  the  political  concept  of  the 
new  order  government  becomes  a  strong 
foundation  of  the  development  of  public  ad- 
ministration. 

All  the  sections  of  this  book  is  organ- 
ised on  the  basis  of  systems  approach, 
among  other  things  by  dividing  it  into 
chapters  discussing  Structure,  Process  and 
Role  of  Public  Administration;  Regional 
Government;  Civil  Service,  Budget  and 
Budgeting  System;  and  Transformation,  Re- 
form and  Improvement  of  Public  Admin- 
istration during  the  priod  of  the  Second 
Long-term  Development  Plan  (PJP  II). 

In  the  last  section,  namely  the  section 
on  reform  and  improvement  of  public  ad- 
ministration, he  writes  that  approaching 
the  final  years  of  the  20th  century  Indo- 
nesian public  administration  is  confronted 
with  very  rapid  environmental  changes 
which  in  turn  call  for  new  needs  and  chal- 
lenges in  the  system  of  public  administra- 
tion in  solving  prevailing  problems.  The 
need  for  change  arises  in  various  areas, 
which  include  among  others  the  role  and 
the  tasks  of  the  administrative  system,  its 
institutional  set-up,  its  processes  and  pro- 
cedures and  its  human  resources.  He  says 
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that  the  role  and  function  of  public  ad- 
ministration should  be  redefined  by  allow- 
ing a  greater  role  to  the  private  sector  in 
order  to  stimulate  economic  development. 
Besides,  decentralisation  becomes  a  cent- 
ral element  in  strengthening  the  institu- 
tional set-up  of  the  administration.  Hence 
greater  autonomy  should  be  gradually 
given  to  regional  governments  so  as  to 
enable  them  to  identify  and  solve  their 
own  problems.  And  eventually,  human  re- 
source which  is  a  central  point  of  the  re- 
form and  transformation  of  public  admin- 
istration should  be  directed  to  a  higher 
level  of  professionalism. 

This  book  provides  comprehensive  in- 
formation about  current  Indonesian  pub- 
lic administration.  The  intensive  use  of 
SANRI  by  this  book  guarantees  the  ac- 
curacy of  its  information.  However,  the 
direction  to  be  taken  by  Indonesian  pub- 
lic administration  should  be  more  intens- 
ively elaborated.  Meanwhile,  today  the 
science  of  public  administration  is  adjust- 
ing itself  to  the  rapid  development  of  the 
changing  environment.  A  point  in  case  is 
Osborne  and  Gaebler  who  in  Reinventing 
Government,  which  is  widely  discussed  by 
experts,  held  that  public  administration 
should  no  longer  question  what  the  gov- 
ernment should  do  but  should  emphasize 
on  how  to  carry  out  its  task.  Because,  the 
current  environmental  development  calls 
for  a  government  apparatus  that  is  more 
adaptive,  responsive,  efficient  and  effect- 
ive. Consequently  issues  on  privatisation, 
cooperation  with  the  private  sector  in 
some  public  services  have  become  popular. 

Ashar  Kasim  likewise  said  that  clas- 
sical public  administration  saw  the  imple- 
mentation of  policy  as  something  tech- 
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nical,  for  example,  in  that  it  is  only  con- 
cerned with  technical  instruction  and  im- 
plementation. On  the  other  hand,  present- 
ly public  administration  must  have  ap- 
plied an  adaptive  strategy  of  policy  con- 
duct, with  the  assumption  that  imple- 
mentation would  be  more  effective  if  its 
planning  is  adapted  to  the  real  situation. 
Those  issues  seem  to  prevail  in  Indonesian 
public  administration  and  is  interesting  and 
relevant  to  discuss. 

This  book,  which  is  well  written  and 
quite  comprehensive  will  become  essen- 
tial reading  for  those  who  are  interested 
in  Public  Administration  in  Indonesia.  It 


has  become  more  interesting  because  it  is 
scholarly  written  by  a  foreigner,  with  ac- 
curate information  and  simple  explanation 
that  is  easy  to  read. 

REFERENCE 

Kasim,  Azhar.  1994.  "Tantangan  Terhadap Pengem- 
bangan  Administrasi  di  Indonesia"  (Chal- 
lenges faced  by  the  Development  of  Public 
Administration  in  Indonesia),  Jurnal  Bisnis 
dan  Birokrasi  (FISIP-UI)  vol.  2,  no.  1  (Maret). 

Osborne,  David  and  Ted  Gaebler.  1 993.  Reinventing 
Government:  How  the  Entrepreneurial  Spirit 
is  Transforming  the  Public  Sector.  New  York: 
Plume. 


Contributors 


Erwidodo. 

Researcher,  Centre  for  Agriculture  and  Socio-Economics  Research,  Ministry  of  Agricul- 
ture, the  Republic  of  Indonesia.  He  graduated  from  Department  of  Forestry,  Bogor  Agri- 
cultural University,  and  obtained  his  Ph.D  in  Agricultural  Economics  from  Michigan 
State  University,  USA. 

Miranda  S.  Goeltom. 

Deputy  Assistant,  Minister  Coordinator  for  Economy,  Finance  and  Development  Super- 
vision Republic  of  Indonesia.  Lecturer  at  the  Faculty  of  Economics,  University  of  Indone- 
sia, Jakarta. 

Tubagus  Feridhanusetyawan. 

Researcher,  Department  of  Economics  Affairs,  CSIS;  lecturer,  the  post-graduate  programme, 
Faculty  of  Economics,  University  of  Indonesia.  He  graduated  Cum  Laude  from  the  De- 
partment of  Statistics,  Bogor  Agricultural  University,  1987,  and  obtained  his  Ph.D  in  Eco- 
nomics from  Iowa  State  University,  USA,  1994.  His  field  research  are  international  econom- 
ics, labour  economics,  econometrics  and  computable  general  equilibrium  modeling. 

Yann-huei  Song. 

Associate  Research  Fellow,  Institute  of  European  and  American  Studies,  Academia  Sinica, 
Nankang,  Taipei,  Taiwan. 

Prijono  Tjiptoherijanto. 

Lecturer,  Faculty  of  Economics  University  of  Indonesia;  Assistant  IV  Minister  of  State  for 
Population  Affairs.  He  graduated  from  Department  of  Economics,  Faculty  of  Economics, 
University  of  Indonesia  (1974),  Magister  of  Arts,  University  of  Philippines  (1977)  and 
his  Ph.D  from  University  of  Hawaii,  USA  (1980). 

Heike  Proff. 

Research  Fellow  at  the  Institute  of  International  Management  in  Mannheim.  She  received 
her  doctorate  from  the  University  of  Frankfurt  and  has  experienced  with  the  effects  of 
environmental  changes,  expecially  IMF's  and  World  Bank's  Structural  Adjustment  Pro- 
grammes, on  companies  and  is  recently  involved  in  a  research  project  concerning  stra- 
tegy innovations  of  internationally  diversified  companies.  She  also  researches  in  Inter- 
national Marketing  and  Management. 


OtlSeCtOf  WKjhywanPrawiraalmaJP 


DOlWS  WattW?   ptema.chandta  Alhukorala 
B3«H.Sanlosa 


AkihikoNishio 


The  Bulletin  of  Indonesian  Economic  Studies 
(BIES)  is  published  by  the  Indonesian  Project,  Aus- 
tralian National  University.  It  has  been  providing  a 
range  of  in-depth  economic  analysis  on  Indonesia 
since  1964.  It  is  the  most  comprehensive  journal  of 
its  kind  in  the  region.  The  subjects  covered  include 
issues  of  industrial  and  agricultural  development  as  well  as  Indonesia's 
foreign  debt. 


The  BIES  is  published  three  times  a  year,  in  April,  August  and  December 
and  is  available  in  Indonesia  from  Centre  for  Strategic  and  International 
Studies,  Jalan  Tanah  Abang  1 1 1/2 3-2 7,  Jakarta  10160. 


